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Pseudo-Corporations 


BY JAMES B. FISH, JR. 
(New York Office) 


The 1958 tax legislation added to 
the Internal Revenue Code a pro- 
vision with dramatic tax-savings 
possibilities for closely-held busi- 
nesses of all types, large and small. 
Qualifying for these benefits involves 
meeting certain requirements and 
electing, with the shareholders’ con- 
sent, to be treated as an “electing 
small business corporation,’ com- 
monly known as a ‘‘pseudo- 
corporation.” 

A pseudo-corporation is not sub- 
ject to corporation income taxes; 
instead its income or loss is allocated 
to the shareholders and taxed or 
deducted in their individual returns. 
Long-term capital gains are also 
passed through to the shareholders, 
but in other respects the pseudo- 
corporation is treated as a corpora- 
tion and thus an entity separate 
from its shareholders. 

The rules for making the election 
for special treatment and for termi- 
nating it allow great maneuver- 
ability. All business organizations, 
whether presently proprietorships, 
partnerships or corporations, should 
give serious attention to the poten- 
tialities if they can meet the statu- 
tory requirements, or could if they 
were incorporated. 

This article discusses first the 
requirements for qualification as a 


pseudo-corporation and the filing of 
the required elections and consents. 
Termination of the election is then 
covered, as in many cases ending the 
election must be planned from the 
start. Situations in which outstand- 
ing advantages will be obtained 
from the election are next pointed 
out, and warning is given of pitfalls 
where the election would be harmful. 
The article concludes with a discus- 
sion of certain special areas in which 
tax planning must take account of 
the provisions of the new law, 
namely, considerations upon the 
transfer of stock, change of fiscal 
year as a device in gaining maximum 
advantage from the new provisions, 
the treatment of distributions to 
shareholders by a pseudo-corporation, 
and the effect of possible modifica- 
tion or repeal of the new provisions. 

This article does not include a 
comprehensive coverage of all the 
technical provisions of the new law. 
Only those provisions which have a 
significant effect upon tax planning 
are discussed. 


REQUIREMENTS FOR QUALIFICATION 

An “electing small business corpo- 
ration” need not be small. It must 
meet only the following require- 
ments: 


1. It must be a domestic corporation. 
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2. It must have no subsidiary corporation 


with which it could file a consolidated return. 


3. It must 
shareholders. 


not have more than ten 


1. All the shareholders must be individ- 
uals or estates. 
5. No nonresident alien may be a share- 


holder. 


6. The corporation must not have more 
than one class of stock. 

7. All the shareholders must consent to 
the election. 

8. For any year covered by the election 
the corporation may not derive more than 
80 per cent of its gross receipts from outside 
the United States. 

9. For any year covered by the election, 
the corporation may not derive more than 
20 per cent of its gross receipts from royal- 
ties, rents, dividends, interest, annuities, or 
sales or exchanges of stock or securities. 
(Only the gains from such sales or exchanges 
are taken into account.) 


QUESTIONS REGARDING 
QUALIFICATION 
A number of unresolved questions 
exists regarding the significance of 
the foregoing qualification require- 
ments. 


1. Unincorporated associations. 
Associations which have been ruled 
to be taxable as corporations prob- 
ably can qualify. Rights of members 
of such associations should be care- 
fully examined, however, to deter- 
mine that there is no basis for saying 
that there is more than one class of 
stock. Professional and other part- 
nerships which are prevented from 
incorporating by rules of ethics or 
legal requirements may be able to 
cast their agreements of association 
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into such form that they would be 
taxable as corporations. They should 
not overlook this possibility of 
gaining some advantages of the cor- 
porate form, such as the deduction 
of contributions to deferred pension 
and profit-sharing plans. See the 
further discussion later in this article 
of the benefits of securing deductions 
allowed only to corporations. 


2. Joint ownership of stock. The 
Treasury has ruled that stock held 
in any form of joint ownership and 
stock which is community property 
is owned by each of the persons hav- 
ing an interest in it, for the purpose 
of the requirement that there may 
be no more than ten stockholders. 
Each such person must also consent 
to the election. 


3. One class of stock. The Treasury 
has ruled that the existence of 
authorized, but unissued stock of a 
different class does not disqualify a 
corporation from making the elec- 
tion. Presumably, treasury stock 
would be treated the same as un- 
issued stock. If the corporation has 
both voting and nonvoting common 
outstanding, it is disqualified, but 
not if there are two classes of com- 
mon each with the right to elect 
separately half the directors, as long 
as their dividend rights and liqui- 
dation preferences are identical. 

Where a corporation is thinly 
capitalized, i.e., its debt is greatly 
disproportionate to the outstanding 
stock and is held by the same persons 
in substantially the same propor- 
tions, the debt is often treated as 
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stock for tax purposes. There ap- 
pears to be a danger in such cases 
that a corporation might be held to 
have two classes of stock and thus 
be disqualified from electing. Where 
it appears that the election will be 
in effect for an extended period, 
consideration might be given to 
converting the debt to common 
stock as a safeguard against possible 
disqualification. The only substan- 
tial advantage of having the debt in 
existence during a period of election 
is the opportunity to withdraw tax- 
free funds in excess of current earn- 
ings, which, if treated as dividends 
rather than repayments of debt, 
would be taxable because they are 
out of accumulated earnings. This 
advantage does not exist if there are 
no accumulated earnings and the 
corporation is not collapsible. 


4. Tests based on “‘gross receipts.” 
The term “gross receipts’? used in 
tests 8 and 9, above, is not defined 
in the law. The term is also used 
in section 165(g)(3), dealing with 
the deduction for worthless securities 
in an affiliated corporation, and 
presumably has the same meaning 
in both places in the law. However, 
neither the proposed regulations 
under section 165, nor the Congres- 
sional Committee reports under the 
1954 Code, which introduced the 
term in connection with losses,* 


* “Gross receipts’? was defined in section 
435(e)(5) of the 1939 Code for a special 
purpose in connection with excess profits 
tax; such definition obviously has no appli- 
cation to qualification as a pseudo-corpora- 
tion, as it excludes such income as dividends. 


provide any clue to its meaning, 
except to indicate that it differs 
from “‘gross income” by including 
cost of goods sold in addition to 
gross profit thereon. Other differ- 
ences may also exist in such areas 
as tax-exempt income, sales of prop- 
erty used in the trade or business, 
method of accounting, etc. 

The official instructions for Form 
1120-S, the annual return of income 
for electing small business corpora- 
tions, include a parenthetical defini- 
tion of “‘gross receipts’ in connection 
with determining the corporation’s 
“principal business activity.”” The 
parenthetical definition reads: ‘“‘line 
1, page 1, plus all other income lines 
3 through 9, page 1.”” In the author’s 
opinion, this “‘definition’”’ should not 
be taken seriously, as it probably 
results from an erroneous omission 
of parentheses. If the definition 
does apply, only net gains from 
sales of all capital assets, after re- 
duction by capital losses, would be 
includible in “‘gross receipts.”’ 

It is suggested that any corpora- 
tion intending to make the election 
minimize the forbidden types of 
receipts so that there can be no 
question of its qualification. 

Test 9 is captioned in the law 
“personal holding company income,” 
but the same rules do not necessarily 
apply. For example, there is no 
provision here exempting rents 
which constitute more than 50 per 
cent of gross income. The Treasury 
has ruled that operating income 
from hotel and motel rooms is not 
“rent’”’ for this purpose. See the 
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further discussion later in this article 
of the possibility that some personal 
holding companies can gain an ad- 
vantage by making the election. 


MAKING AND MAINTAINING 
THE ELECTION 

To be a pseudo-corporation, a 
corporation having the foregoing 
qualifications must make a formal 
election. The election is signified by 
filing Form 2553 with the District 
Director of Internal Revenue on or 
before the last day of the first month 
of the first taxable year to which the 
election is to apply. In the case of 
a new corporation incorporated on 
a day other than the first of a month, 
this means that the election must 
be filed by the day of the succeeding 
month which corresponds to the day 
of incorporation, or the last day of 
the succeeding month, if there is no 
such corresponding day. Attached 
to the Form 2553 must be the con- 
sents of all shareholders at this time 
of election. Consents of new share- 
holders must be filed within a period 
of 30 days beginning on the day on 
which they become shareholders. 

A special rule applies to the cal- 
endar year 1958 and fiscal years 
beginning in 1958 before Septem- 
ber 3. An election for such a year 
may be made on or before Decem- 
ber 1, 1958. The corporation must 
have met the qualifications of a 
“small business corporation” for 


each day after September 2, 1958. 
Where the election is made during 

the first month under the general 

rule, apparently the corporation 


need not meet the qualifications 
during the entire month, so long as 
it meets them on the day of election 
and thereafter. In any event, it is 
clear that the only consents required 
are those of shareholders on the date 
of election and those who become 
shareholders thereafter. If the elec- 
tion is filed prior to the first day of 
the taxable year, the consents of 
any shareholders on such first day 
which were not filed with the Form 
2553 must be filed as soon as prac- 
ticable thereafter and in any event 
not later than the last day on which 
the election could have been made. 

A valid original election is binding 
for subsequent years, and the pseudo- 
corporation retains its status so long 
as it does not terminate it. 


TERMINATION OF ELECTION 


An election is terminated if the 
corporation fails to meet any of the 
qualifications discussed above, or if 
a new shareholder acquires stock 
and fails to give his consent to the 
election. Such terminations are 
effective for the entire taxable year 
in which the disqualifying event 
occurs or in which the dissenting 
shareholder becomes a shareholder 
in the corporation. 

The election may also be revoked 
by the corporation with the consent 
of all its shareholders. Such a revo- 
cation is effective for any taxable 
year only if filed with the district 
director on or before the close of the 
first month of the taxable year. 

It will be seen that an election 
may be terminated for failure to 








Pseudo-Corporations 5 





meet one of the qualifications, or for 
the failure of a new stockholder to 
elect the special treatment, at any 
time up to the close of the taxable 
year, whereas a voluntary revoca- 
tion of election may not be made 
after the end of the first month. 
Electing corporations may be ex- 
pected in many cases to desire ter- 
mination after the time for revocation 
has expired. It appears that termi- 
nation can be accomplished by any 
disqualifying transaction, such as 
issuing another class of stock, trans- 
ferring stock to a corporate share- 
holder, an eleventh shareholder, a 
nonelecting shareholder, etc. Organ- 
izing or acquiring a subsidiary cor- 
poration may not effect a termina- 
tion, however, as the 1958 
amendment to Code section 1504(b) 
makes it unclear whether such an 
act terminates the special status, 
even though the election cannot be 
made if the corporation has such a 
subsidiary at the time of election. 


PROTECTION AGAINST UNWANTED 
TERMINATION 


Shareholders in a pseudo-corpora- 
tion who are deriving benefits from 
its election will generally desire some 
- assurance that the election will not 
be terminated by action of the cor- 
poration or the other shareholders. 
Such assurance would commonly be 
sought in an agreement among all 
the shareholders not to take any 
action individually or collectively to 
bring about a termination unless 
desired by holders of a majority (or 
all) of the stock. Legal counsel 


should be consulted as to the form 
and effectiveness of such an agree- 
ment. 


ADVANTAGES OF MAKING 
THE ELECTION 

No intelligent decision on whether 
to elect to be a pseudo-corporation 
can be reached without making 
extensive computations of the tax 
results under the various alterna- 
tives. However, there are certain 
common situations in which the 
election will probably be beneficial. 


1. Corporate earnings distributed 
annually. If substantially all the 
corporation’s earnings are being dis- 
tributed annually, they are being 
subjected to a double tax under the 
general tax rules. The election will 
eliminate the tax at the corporate 
level. 


2. Possibly excessive salaries paid 
to stockholder-officers. Many closely- 
held corporations have engaged in 
recurrent controversies with the 
Treasury over the reasonableness of 
salaries paid to stockholder-officers. 
Where substantially all the earnings 
are distributed either as dividends 
or salaries, making the election will 
prevent double tax and virtually 
eliminate these controversies in 
most cases. 


3. Stockholders in lower bracket 
than corporation. In the truly “small” 
business situation, the stockholders’ 
income tax brackets may be so low 
that the tax to them on the corpo- 
ration’s income would be less than 
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the 30 or 52 per cent rate the cor- 
poration would have to pay. In this 
case, the election is desirable whether 
or not the earnings will be distrib- 
uted currently. 


4. Corporations with current oper- 
ating losses. Where shareholders can 
secure a tax benefit from deducting 
their proportionate share of the 
corporation’s operating loss, the 
election usually will be favorable. 
(The stockholder’s deduction is 
limited to his basis for his stock plus 
his basis for the corporation’s indebt- 
edness to him; if the deduction of 
the corporation’s loss results in the 
stockholder having a net operating 
loss for the year, it cannot be carried 
back to a year beginning before 
January 1, 1958.) 

Computations should be made to 
determine whether the corporation 
would derive a greater benefit by 
retaining its taxable status and car- 
rying the loss back. 

When losses are no longer ex- 
pected, it may be desirable to ter- 
minate the election. See discussion 
of terminations earlier in this article. 


5. Corporations expecting large 
capital gains. Net long-term capital 
gains of a pseudo-corporation are 
passed through to the shareholders 
whether distributed or not. Such 
gains of an ordinary corporation are 
taxable as regular dividends when 
distributed. As a result, there may 
be an advantage in electing merely 
to secure the benefit of the capital 
gain passthrough. This situation 
usually occurs on a “one-shot” basis, 


so that the corporation will want to 
terminate its election the succeeding 
year. Ina few cases, however, such 
as those involving timber cutting 
operations, a corporation regularly 
realizes substantial capital gains and 
could benefit from the election in- 
definitely. It should be noted that 
this rule applies only to the gain 
element of the transaction. If the 
entire proceeds are paid out to the 
shareholders, an amount equal to 
the basis of the property may be 
treated as a dividend or as a distri- 
bution by a collapsible corporation. 

The election is particularly ad- 
vantageous for a corporation which 
expects to have large long-term 
capital gains coupled with a loss 
from ordinary operations. As a 
regular corporation its tax is the 
lower of (1) 25% of the entire net 
capital gain, or (2) a tax computed 
at the regular 30 and 52% rates on 
its taxable income, determined by 
including the capital gains. Where 
the first alternative applies, the 
ordinary loss is “wasted.” If the 
election is made, however, the loss 
is taken into account in determining 
the taxable income on which the 
shareholders are taxed at the capital 
gains rate. 


6. Opportunity for shareholders to 
report gain on instalment basis. In 
addition to the opportunity to pass 
through capital gains, discussed 
above, a pseudo-corporation can 
give its shareholders a further ad- 
vantage by electing to report the 
gain on the instalment basis. The 








shareholders then report the gain as 
the corporation makes collections on 
the obligations. 

This technique is particularly use- 
ful where a corporation sells its 
operating assets and winds up its 
business. This is the only way a 
single tax can be paid on the profit 
on the sale, and the reporting of the 
profit deferred until the purchase 
price is collected. An ordinary cor- 
poration can avoid tax at the cor- 
porate level under section 337 by 
liquidating promptly, but the share- 
holders would have to report the 
full gain at the time of liquidation, 
taking the purchaser’s obligations 
into account at their market value. 


7. Securing benefit of deductions 
allowed only to corporations. Many 
unincorporated enterprises will con- 
sider incorporating in order to be 
pseudo-corporations. The principal 
factors in favor of such a decision 
are the securing of deduction$s allow- 
able only because of the corporate 
form. These include: 


‘Fringe benefits” for former partners (de- 
ductible by employer corporation but tax- 
free to employee), such as: 

Inclusion in qualified pension or profit- 
sharing plans, 

Group life, accident and health insur- 
ance coverage, 

Sick pay, 

$5,000 death benefit to heirs. 


Ordinary deductions for losses sustained, 
without regard to restrictions on losses of 
individuals or partnerships, such as: 

Individual or partnership losses must be 
(a) incurred in a trade or business, 
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(b) incurred in a transaction entered 
into for profit, or 


(c) casualty losses. 

(Certain business exploratory expenses 
have been ruled nondeductible by indi- 
viduals as either expenses or losses.) 

Nonbusiness bad debts of individuals or 
partnerships are treated as capital losses. 


There are many other differences 
between corporate and individual or 
partnership tax treatment, which 
would have to be carefully consid- 
ered before a decision to incorporate 
is reached. For example, certain 
advantages under the partnership 
tax provisions might be lost by in- 
corporating. There are also transi- 
tion problems, such as the fact that 
accelerated depreciation methods 
adopted for property acquired prior 
to incorporation could not be con- 
tinued subsequent thereto. Detailed 
discussion of such problems is out- 
side the scope of this article. 

In general, if a corporation is 
formed for a tax avoidance purpose, 
the Treasury will attempt to deny 
any tax advantages resulting from 
incorporation, citing as authority 
Code section 269 which provides for 
disallowance of deductions, credits 
or other allowances “‘if any person 
or persons acquire . . . control of a 
corporation . . . and the principal 
purpose for which such acquisition 
was made is evasion or avoidance of 
Federal income tax by securing the 
benefit of a deduction, credit or 
allowance which such person . 
would not otherwise enjoy.” It is 
understood, however, that the 
Treasury ordinarily will not attempt 











to apply this provision to the acqui- 
sition of stock in a corporation which 
will elect treatment as a pseudo- 
corporation. The Treasury does not 
interpret section 269 as authority 
for denying benefits Congress delib- 
erately sought to confer. Consistent 
with this approach, the Treasury 
ruled some years ago that it would 
not invoke section 269 where a 
Western Hemisphere trade corpora- 
tion was formed in order to qualify 
for the reduced rate of tax on such 
corporations. 

It is frequently advantageous for 
a newly-organized corporation to 
adopt a different taxable year than 
its shareholders. See the discussion 
later in this article under the head- 
ing ““Change of Fiscal Year.” 


8. Avoidance of personal holding 
company tax. In some instances 
corporations which have been classed 
as personal holding companies and 
forced to distribute all their earn- 
ings, thus incurring income tax at 
both corporation and shareholder 
levels, can elect to become pseudo- 
corporations and thus- be exempt 
from both corporate income tax and 
personal holding company tax. Most 
personal holding companies will be 
prevented from qualifying by the 
fact that a pseudo-corporation may 
not receive more than 20 per cent 
of its gross receipts from passive 
type income. Similar income may 
lead to personal holding company 
classification, if it constitutes at 
least 80 per cent of gross income. 
However, gross income differs from 
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gross receipts in that cost of goods 
sold is deducted in determining 
gross income. Therefore, if costs 
are a large proportion of selling 
price, the passive type income may 
be 80 per cent or more of gross 
income but not exceed 20 per cent 
of gross receipts. See the discussion 
of “gross receipts” earlier in this 
article in connection with the re- 
quirements for qualification as a 
‘small business corporation.” 


PITFALLS 
There are certain situations in 
which it may be very unwise to elect 
treatment as a pseudo-corporation. 


1. Corporations with net operating 
loss carryovers. Net operating loss 
carryovers from years of regular 
corporation status cannot be used 
by a pseudo-corporation or its share- 
holders. If the election is terminated, 
such carryovers should be available 
for years when regular corporation 
status again applies, but the 
“pseudo” years probably will be 
counted in determining the five-year 
limit, and income during the 
‘“‘pseudo”’ years may be held to offset 
the losses, even though no benefit 
was obtained from them. 


2. Percentage depletion. When 
percentage depletion deductions in 
excess of cost depletion are expected, 
a conventional joint venture type of 
operation is usually preferable to a 
pseudo-corporation. Although the 


income taxed to the shareholders of 
a pseudo-corporation reflects the 
percentage depletion deduction, the 
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excess over cost depletion is added 
to earnings and profits of the corpo- 
ration and can be withdrawn from 
the corporation only as a taxable 
dividend or upon liquidation. 


3. Capital losses permitting non- 
taxable distributions. To the extent 
that a corporation realizes nonde- 
ductible capital losses in a current 
year in excess of its current earnings 
and accumulated earnings, if any, 
it can make nontaxable distributions 
to its shareholders. If such a corpo- 
ration were to elect treatment as a 
pseudo-corporation, its shareholders 
would be taxed on the current earn- 
ings without offsetting the nonde- 
ductible losses, whether or not a 
distribution equal to the current 
earnings was made. 


CONSIDERATIONS UPON TRANSFER 
OF STOCK IN A 
PSEUDO-CORPORATION 


1. Sale of stock. When stock in 
a pseudo-corporation is sold, care 
should be taken to protect the inter- 
ests of both buyer and seller. 

It is usually essential to determine 
the buyer’s decision as to whether 
or not to continue the special status 
of the corporation, and, if it is favor- 
able, to secure his agreement to 
execute the necessary consent and 
to avoid any subsequent action 
which might cause termination. If 
the election is allowed to terminate, 
it will be too late for the seller to 
withdraw his portion of undistrib- 
uted profits of the corporation taxed 
to him in previous years as a result 


of the corporation’s election. Such 
profits can be withdrawn tax-free 
only in a year for which the election 
is in effect. Their withdrawal in a 
later year will be a taxable dividend 
to the extent the corporation has 
earnings or profits of the year or 
accumulated earnings. 

The seller will also probably wish 
to obtain an agreement that he may 
participate in discussions with In- 
ternal Revenue Agents regarding 
taxable years of the corporation 
during which he was an electing 
shareholder. Increases in taxable 
income of such years will increase 
his taxable income without any off- 
setting benefit except a reduction in 
his capital gain (or increase in his 
capital loss) on his sale of the stock. 

It will usually be desirable to 
have the corporation distribute all 
the earnings of the current year 
immediately prior to the sale. If so 
distributed, they will be taxable in- 
come to the seller, assuming that 
either (a) they are not offset by 
losses in the remainder of the tax- 
able year, or (b) the corporation has 
sufficient accumulated earnings 
(other than undistributed earnings 
previously taxed to the share- 
holders). Where earnings of the part 
of the year prior to the sale are not 
distributed but are reflected in in- 
creased sales price, the seller will 
realize capital gain rather than or- 
dinary income, but the buyer will 
have to pay tax on these earnings 
whether distributed to him or not 
(unless they are offset by losses in 
the remainder of the taxable year). 
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The buyer ordinarily will insist on 
an adjustment of the purchase price 
to take into account the tax disad- 
vantage to him and the tax advan- 
tage to the seller. 

Where the operations of the year 
to the date of sale show a loss, the 
seller will be entitled to deduct a 
part of such loss for the entire year 
attributable to his shares and pro- 
portionate to the time he held his 
stock, assuming that such allocated 
portion of the loss does not exceed 
his basis for his stock plus his basis 
for his loans to the corporation, both 
determined on the day before the 
sale. The deduction will reduce his 
basis for his stock and consequently 
increase his capital gain (or reduce 
his capital loss) on the sale. The 
seller may wish some protection in 
the agreement of sale against loss of 
the tax advantage in the event 
subsequent earnings of the corpora- 
tion offset all or part of the antici- 
pated loss. 

The foregoing rules and observa- 
tions apply to cases where the tax- 
payer sells only part of his stock as 
well as to where his entire holding 
is disposed of, with one exception 
where he is entitled to deduct a loss 
for the year. In that case, in com- 
puting the limitation on the deduct- 
ible loss, the basis of his stock is 
determined as of the day before sale 
as to the shares sold, and as of the 
end of the year, as to shares retained 
until that time, but the basis of the 
corporation’s indebtedness to him is 
determined as of the close of the 
year. 


2. Transfers by gift. Gifts of stock 
in a pseudo-corporation to indi- 
vidual family members, where feas- 
ible, may result in substantial tax 
savings. Gifts made even on the 
last day of the taxable year will 
transfer a full proportionate share 
of the year’s undistributed earnings 
to the donee. 

In order to preserve the pseudo- 
corporation status, the donee, if a 
new stockholder, must file his con- 
sent to the election with the district 
director within 30 days after becom- 
ing a new shareholder. Where the 
donee is a minor, the Treasury has 
ruled that the consent may be filed 
either by the minor or by his legal 
guardian. If there is no legal 
guardian, the natural guardian’s 
consent will be accepted. It would 
of course be necessary to limit the 
number of donees so that the corpo- 
ration would not have more than 
ten stockholders. 

If the donor renders services to 
the corporation and is not ade- 
quately compensated therefor by 
the corporation, the Treasury may 
tax him, rather than the donee, on 
all or part of the dividends and 
assumed dividends of the pseudo- 
corporation to the donee, to the 
extent necessary to rectify the inade- 
quate compensation. This rule 
applies where the stockholder is the 
spouse, ancestor or descendant of 
the person performing the services, 
and is not limited to situations 


where the stock was acquired by 
gift. Presumably the rule could be 
avoided if the person performing the 











services Owns no stock in the cor- 
poration. 


CHANGE OF FISCAL YEAR. 


Existing Treasury regulations 
which permit a corporation under 
certain conditions to change its fis- 
cal year without permission provide 
a frequently useful tool for pseudo- 
corporations. Such regulations ap- 
pear to be fully applicable to corpo- 
rations, whether or not they elect 
to be pseudos. 

If a corporation wishes to become 
a pseudo, but finds the time for 
making its election has passed, a 
change of year will frequently make 
the advantages available sooner. 

If a pseudo-corporation anticipates 
transactions which would cause its 
election to terminate, for example, 
receipt of dividends or capital gains 
on securities sales which would cause 
the forbidden personal holding com- 
pany type income to exceed 20 per 
cent of gross receipts, a cHange of 
fiscal year will frequently permit a 
different grouping of income items 
which will permit continued quali- 
fication. At least a few more 
months of pseudo status, along with 
the opportunity of making tax-free 
distributions of prior taxed earn- 
ings, may be preserved by a change 
of fiscal year, even if eventual 
termination of pseudo status is 
inevitable. 

Where the corporation and the 
shareholders have the same fiscal 
year, a change of fiscal year may 
also have the beneficial effect of 
deferring tax. For example, assume 
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the corporation and the shareholders 
are on the calendar year basis. A 
valid election is made which permits 
the corporation to be treated as 
pseudo for the taxable year begin- 
ning January 1, 1959. The corpo- 
ration changes its fiscal year to one 
ending June 30, and files a return 
for the short period ending June 30, 
1959. The earnings for the short 
period, whether distributed or not, 
are taxable to the shareholders in 
1959. But earnings for the last half 
of 1959 are included in the fiscal 
year ending June 30, 1960 and are 
not taxable in 1959 unless distrib- 
uted in 1959. In this example, all 
taxes on one-half year’s earnings are 
effectively deferred for one full year. 
Eleven months’ earnings could be 
similarly deferred by changing to a 
fiscal year ending January 31. 
Another advantage of having the 
corporation on a different fiscal year 
than the shareholders is the oppor- 
tunity for controlling or equalizing 
stockholders’ taxable incomes for 
different taxable years. To take 
maximum advantage of the stock- 
holders’ personal situation as to in- 
come, deductions, etc., the corpora- 
tion in the example above could 
either distribute or fail to distribute 
earnings in the last half of 1959. If 
the stockholders’ other income for 
1959 was high, they would probably 
prefer to have no distribution made 
and have all the income taxed in 
1960. If, however, they had large 
deductions and small income in 1959, 
they could capitalize on the situa- 
tion by distributing income to them- 











12 
selves in 1959 and thus avoid having 
it taxed in 1960. 

In order to make a change of 
fiscal year without Treasury permis- 
sion, a corporation must meet the 
following conditions: 


1. It must not have changed its taxable 
year at any time within the preceding ten 
calendar years; 

2. The short period required to effect the 
change must not show a net operating loss; 
and 

3. The taxable income for the short period 
when annualized must be at least 80 per 
cent of the taxable income for the immedi- 
ately preceding year. 

Questions may arise as to how 
“net operating loss” and “taxable 
income’’ should be computed for the 
purpose of the foregoing tests. In 
the author’s opinion, they should be 
computed under the rules applicable 
to corporations generally and no 
effect should be given to the pseudo- 
corporation’s special status. 

The regulations also provide that 
if a corporation has a “‘special sta- 
tus’ either for the short period or 
the preceding taxable year, it must, 
in order to make an ‘“‘automatic’”’ 
change of taxable year, have the 
same status in the other period. 
However, the meaning of “‘special 
status” is limited to specific types of 
organizations named in the regula- 
tions and pseudo-corporations of 
course are not included, as the regu- 
lations were promulgated early in 
1957. 

Where the regulations do not per- 
mit an ‘“‘automatic’’ change, specific 
permission of the Treasury is re- 
quired. Application for such per- 
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mission must be filed on or before 
the last day of the month following 
the close of the short period. Per- 
mission will be granted only if 
“substantial business purpose” for 
the change is established to the 
Treasury’s satisfaction. It would 
appear that in some cases difficulty 
might be encountered in meeting 
this requirement where pseudo- 
corporations are involved. 


DISTRIBUTIONS TO SHAREHOLDERS 


The rules for taxability of distri- 
butions to shareholders of pseudo- 
corporations are likely to cause 
confusion because they are super- 
imposed upon the already complex 
rules for corporations in general. 

As has been previously pointed 
out, a pseudo-corporation is assumed 
to have distributed to its share- 
holders on the last day of its taxable 
year all its taxable income not al- 
ready distributed in money within 
that year. ‘Taxable income’”’ is 
computed in the same manner as for 
other corporations except that no 
deductions are allowed for net oper- 
ating loss carryovers or carrybacks, 
partially tax-exempt interest or 
dividends received. The shareholder 
must treat as ordinary income, all 
dividends, both actual and con- 
structive, paid by the pseudo- 
corporation up to the amount of its 
taxable income, computed as above; 
no exclusion or credit for dividends 
received is allowable with respect to 
these amounts. However, if the 


corporation has an excess of net 
long-term capital gain over net 
short-term capital loss for the year, 
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each distribution, actual or con- 
structive, is treated as long-term 
capital gain to the shareholder in 
the proportion that the corporation’s 
excess of such capital gain bears to 
its total distributions, actual or 
constructive, out of earnings and 
profits of the year (equal ordinarily 
to its taxable income for the year, 
computed as indicated above). 

Assumed distributions to share- 
holders increase their tax basis for 
their stock, and can be actually 
distributed (in cash or in property) 
tax-free in later years in which 
the election remains in effect, but 
they then reduce the basis for the 
stock. Such subsequent distribu- 
tions may be made to “any share- 
holder’’—therefore they presumably 
can be made to some, but not all the 
shareholders. A shareholder’s right 
to have these distributions treated 
as tax-free is personal; a new share- 
holder does not step into his prede- 
cessor’s shoes in this regard. 

Distributions out of previously 
taxed earnings are to be made in 
accordance with regulations which 
have not yet been promulgated. 
Presumably these regulations will 
permit such distributions at any 
time (so long as the election is in 
effect for the year) and will require 
some form of designation by the 
corporation. Prompt issuance by 
the Treasury of at least a temporary 
rule on this subject is urgently 
required. 

The amount of prior taxed earn- 
ings which can be distributed tax- 
free is reduced by any losses of the 


corporation which the stockholder 
was entitled to deduct for years 
intervening between the year of the 
earnings and the year of distribution. 
Any losses allowable on the stock- 
holder’s return also reduce his basis 
for his stock. Termination of the 
corporation’s election terminates 
permanently all rights to tax-free 
distributions of earnings taxed to 
shareholders during the period the 
election was in effect. 

Distributions other than out of 
prior taxed earnings are assumed to 
be out of earnings of the taxable 
year to the extent thereof. Because 
of a special rule applicable to pseudo- 
corporations, such earnings appar- 
ently may not be less than the cor- 
poration’s taxable income, computed 
as described above. But they may 
exceed taxable income, if the corpo- 
ration has tax-exempt income. 
Distributions out of current year 
earnings in excess of the corpora- 
tion’s taxable income are treated as 
dividends from a regular corporation. 
Such dividends are subject to the 
exclusion and credit, while dividends 
up to taxable income are not. 

If a pseudo-corporation has earn- 
ings and profits accumulated from 
years prior to its becoming a pseudo- 
corporation, any distributions (other 
than from prior-taxed earnings) it 
makes in excess of earnings for the 
current year are deemed to be out 
of accumulated earnings and treated 
as ordinary dividends. When all 
current and accumulated earnings 
have been distributed, any further 
distributions are nontaxable. Non- 
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taxable distributions are applied 
against the basis of the stock, and 
if in excess thereof are taxable as 
capital gain unless, of course, the 
collapsible corporationrules apply or 
the taxpayer is a dealer in securities. 

Pseudo-corporations normally will 
avoid distributions of property in 
kind. Such distributions do not 
count as distributions of current 
taxable income, so that shareholders 
at the end of the year will be taxed 
on undistributed taxable income 
without reduction for the distribu- 
tion in kind, and the distribution in 
kind (unless out of prior-taxed 
earnings) will also be a_ taxable 
dividend if there are other current 
earnings (resulting from tax-free 
income) or accumulated earnings to 
cover it. Where there are no such 
earnings, the distribution would 
apparently be received tax-free if 
not in excess of the basis of the 
stock. Under one possible interpre- 
tation of the law, however, there 
would be a double application of 
current year earnings, resulting in 
full taxability of both the dividend 
in kind and the so-called undis- 
tributed earnings. 


POSSIBLE MODIFICATION OR REPEAL 
OF SPECIAL PROVISIONS 


The advantages which taxpayers 
may be expected to take of the wide 
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flexibility and maneuverability af- 
forded by the new provisions may 
lead to action by Congress for their 
restriction, modification or repeal. 
There have been instances in the 
past where provisions which ap- 
peared to be highly desirable relief 
provisions have ultimately been 
classed as “‘loopholes.”’ 

In the author’s opinion, taxpayers 
should take the possibility of such 
modification or repeal into account 
in considering whether or not to 
elect the new provisions. 

Proprietorships or partnerships 
considering incorporation so as to 
qualify as pseudo-corporations 
should bear in mind that if it ever 
becomes necessary to terminate their 
election, they remain corporations. 
To liquidate the corporation and 
return to the original organizational 
status ordinarily will involve a tax 
on the appreciation in value of the as- 
sets distributed in liquidation. Sucha 
tax can, however, be largely avoided 
under Code section 333, except to 
the extent that cash or securities are 
distributed in liquidation. Accumu- 
lated earnings and profits are taxed 
to the shareholders as a dividend 
under a section 333 liquidation, but 
a corporation which was a “‘pseudo” 
for its entire existence would not 
have any accumulated earnings and 
profits, except in unusual cases. 
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Treasury Rulings Procedure 


By WILLIAM T. BARNES 
(Washington Office) 


Early certainty of the tax conse- 
quences of business transactions is 
generally desirable. Foreknowledge 
of the Treasury Department’s views 
of the tax impact resulting from the 
adoption of a particular form in 
which a transaction is proposed to 
be consummated may be helpful in 
minimizing the tax since it may 
permit the timely adoption of a 
more economical form for the trans- 
action. Hence, an appreciation of 
the value of timely official rulings 
and an understanding of the condi- 
tions under which they may be 
obtained and how to proceed should 
be of value to everyone concerned. 

The outline which follows is pri- 
marily intended to provide informa- 
tion concerning when and how rul- 
ings may be secured. 


I. HISTORY 


A. Norulings on prospective transactions 

until 1940. 

1. Congress stated in 1938 that Com- 
missioner could determine degree 
of retroactivity of rulings. (Law 
still does not grant specific au- 
thority for rulings procedure.) 


B. First rulings were on reorganizations 
and recapitalizations. 


C. Under 1942 Act rulings issued on pen- 
sion trusts. 


D. Basic procedure set forth in Rev. Rul. 
54-172, 1954-1 CB 394 effective on May 24, 
1954 and in Rev. Proc. 56-12, 1956-1 CB 
1029, for pension and profit sharing plans. 


E. Increased issuance of rulings. 
1. Publication in IRB: 
1952— 95 
1953—274 


1954—613 
1955—760 
1956—700 
1957—616 


1958—621 
2. Approximate ratio of private to 
published rulings—about 63 to 1. 


II. NATURE AND PURPOSE OF TAX RULINGS 

A. Policy of IRS to answer inquiries, 
whenever appropriate in interest of sound 
tax administration, as to tax effects of pros- 
pective transactions. 

B. “Ruling” is written statement issued 
by National Office of IRS which is expression 
of official interpretation or policy of Com- 
missioner. 

C. Purpose—to establish principles and 
policies of Service in interpretation and ap- 
plication of substantive tax law. 

D. Types— 

1. Ruling letters 
2. Closing agreements (Sec. 7121) 
3. Published rulings 

1. Acquiescence in court decisions 


E. Advantages— 


1. Favorable ruling takes gamble out 
of transaction and simplifies prob- 
lems with Revenue Agent. 


2. Unfavorable ruling permits revamp- 
ing of proposed transaction or, at 
worst, removes element of surprise. 


3. Reduces area of controversy be- 
tween Commissioner and taxpayers 
generally. 
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III. ORGANIZATION OF TAX RULINGS DiIVvI- 
SION 


A. Assistant Commissioner (Technical), 
Harold T. Swartz, is principal staff officer 
of Commissioner for the rulings work. 

1. His responsibility to develop basic 
principles and rules. 

2. Receives legal advice from Chief 
Counsel—coordinates rulings policy 
with litigation. 

3. Provides technical services in draft- 
ing proposed legislation. 

1. Implements legislation through de- 
velopment of: 

a) Regulations. 

b) Preparation of tax return forms 
and instructions. 

c) Tax Rulings program. 

d) Issuance of Internal Revenue 
Bulletins and tax manuals. 


5. Functions do not include alcohol, 
tobacco, narcotics, and firearms tax 
administration—these under As- 
sistant Commissioner (Operations). 


B. Tax Rulings Division has immediate 
responsibility for tax rulings. (John W. S. 
Littleton, Director. 

1. Eight branches in this Division: 
(a) Individual Income Tax Branch 
(Lester W. Utter, Chief) 
b) Corporation Tax Branch 
(Theodore Edelschein) 


Reorganization and Dividend 
(Mrs. Frances B. Rapp) 


c 


(d) Estate and Gift Tax Branch 
(Carl T. Palmer) 

(e) Excise Tax Branch (Rudolph 
J. Bopp) 

(f) Employment Tax Branch 
(Joseph S. Reiff) 

g) Pension Trust Branch (Isidore 
Goodman) 

(h 


Exempt Organizations Branch 
(Joseph F. Worley) 


) 


2. Special notes on functions of above 
named branches: 


(a) Individual Income Tax Branch 
also handles estates, partner- 
ships and trusts other than 
pension trusts and exempt or- 
ganizations. 

(b) Excise Tax Branch handles all 
excise tax matters except alco- 
hol, tobacco, narcotics, and fire- 
arms taxes. 


(c) Pension Trust and Exempt Or- 
ganizations Branches rule on 
matters involving sections 404 
and 501 of the Code, and re- 
view letters of determination is- 
sued by District Directors on 
exemption under sections 401 
and 501 of the Code. 

(d) Reorganization and Dividend 
Branch handles all questions 
arising under Subchapter C 
except sections 381 and 382, 
which are the responsibility of 
Corporation Tax Branch. 


IV. WHEN Not TO REQUEST A RULING 


A. Do not request ruling where indica- 
tions are that it will be adverse, or if the 
transaction can be carried out in only one 
way. 


B. Do not request ruling on completed 
transactions. If ruling is adverse, possibili- 
ties of administrative settlement are greatly 
reduced. 


V. WHEN THE REVENUE SERVICE WILL NOT 
ISSUE A RULING 
A. Issuance of ruling is within discretion 
of Commissioner. 


B. No rulings on hypothetical cases. For 
example, until decedent dies, Service views 
question as hypothetical. After death, pos- 
sibility of unfavorable National Office atti- 
tude produces risk of eliminating all levels 
of administrative review and contest below 
National Office. 








C. No rulings on fact questions: 


1. Unreasonably accumulated surplus 
(section 531) 
2. Reasonableness of officers’ salaries 
3. Market value of property 
1. Transfer in contemplation of death 
5. Transfer or acquisition as affected 
by sections 269 and 1551 
D. But Service will rule on questions of 
fact where law or regulations provide there- 
for, as in sections 367 and/or 1491. Service 
will also rule under Sec. 306(b) (4)—see Rev. 
Rul. 57-103, 1957-1 CB 113. 


E. Service will mot rule in distributions of 
assets in kind under section 346(a), but will 
rule on termination of trade or business 
situation under section 346(b). 


F. Service will mot rule favorably under 
section 302(b)(1) where attribution rules of 
section 318 prevent qualification under sec- 
tion 302(b)(2), (3), or (4). 


G. Ordinarily Service will not rule under 
sections 331, 333, and 337 where reincorpora- 
tion of part of assets is involved. For exam- 
ple of exception where stockholders of liqui- 
dating corporation are minority stockholders 
of the reincorporated business, see Rev. Rul. 
56-541, 1956-2 CB 189. fi 


H. Service will ot rule, except in unusual 
circumstances, under any section not yet 
covered by Regulations. This policy can be 
used to stalemate situation; e.g., Service did 
not like section 481 of Code; recommended 
corrective legislation; did not issue Regula- 
tions; refused to grant permission for changes 
in method of accounting; and rigidly inter- 
preted change in method of accounting to 
include a change in any material item. 


I. Rulings will not be issued where the 
question involved is present in a return or 
returns already filed by taxpayer. 


J. Rulings may not be issued when ad- 
verse court decision on point has recently 
been entered and Service has not yet decided 
whether to appeal, or where there are con- 
flicting court decisions. 
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K. Ruling will not be issued where trans- 
action is indefinite as to timing, e.g., estate 
tax rulings prior to death. See also B above. 


VI. How TO REQUEST A RULING 


A. In writing, addressed to Commissioner 
of Internal Revenue, Washington 25, D. C.., 
for attention of appropriate Branch, e.g., 
TRE. 

B. Complete statement of facts, including 
names and addresses of all interested parties, 
together with a copy of each contract or 
document necessary to present such facts. 


C. Full and precise statement of business 
reasons for transaction. 


D. If a corporate reorganization or dis- 
tribution, submit latest available balance 
sheet. Need not be certified. Will probably 
be acceptable if as much as 8-10 months 
old, providing statement included in ruling 
request that there have been no material 
changes therein, other than those brought 
about by ordinary operations of the business. 


E. Concise statement of the particular 
determination desired, explanation of 
grounds, and citation of relevant authorities. 
While Rev. Rul. 54-172 speaks of a memo- 
randum of authorities as though it were to 
be a separate document, a citation of au- 
thority in the ruling request is ordinarily 
sufficient. 

F. Request must be signed by taxpayer 
or its duly authorized representative. If the 
latter, a power of attorney and fee statement 
must be filed. 


G. Conference, if desired, should be asked 
for in the ruling request or soon thereafter. 
Generally, only one conference is available. 


H. Rulings generally processed in order 
received. Good reasons must be given for 
earlier consideration. Service’s processing 
period varies directly with the traditional 
tax load. For example, in late spring or 
summer ruling can be expected in from 4 to 
6 weeks from filing date of application. In 
late fall, many taxpayers file ruling requests 
which demand, often justifiably, a ruling 
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before December 31. Under such circum- 
stances, unless applicant can present ver,’ 
good business reasons (not self-created) for 
taking a case out of order, the ruling may 
require 8-12 weeks to issue. Foregoing time- 
table completely inappropriate if ruling is 
referred to Chief Counsel’s Office for con- 
currence before issuance. If that is so, add 
6-8 weeks in all cases. 


VII. How RULING REQUEST WILL BE 
PROCESSED 
A. Branch chief has initial responsibility. 
B. If conference is held, it will be with 
technician and/or his supervisor. 
C. Branch chiefs authorized to issue rul- 
ings, but may not if question is: 
1. One where authority reserved for 
other officials. 


2. One involving jurisdiction of more 
than one branch. 

3. One which should be referred to 

the Director or higher authority for 

coordination; e.g., a controversial 

legal issue or policy question. 


D. If transaction involves jurisdiction of 
more than one branch, it may be wise to 
submit more than one ruling request, break- 
ing the problem down along jurisdictional 
lines. E.g., if T:R:C (Corporation Tax 
Branch) and T:R:I (Individual Tax Branch) 
are both involved, one will prepare its reply 
and then send it to the other for considera- 
tion of the other’s question. Since each 
requires an absolute minimum of 3 weeks, 
an aggregate of 6 weeks is required under 
optimum circumstances. If the questions 
are independent and separate requests were 
filed, T:R:C and T:R:I could work con- 
currently. 

E. Proposed ruling may be referred to 
Office of Chief Counsel, Interpretative Divi- 
sion, if ruling: 

1. Presents new legal question. 
2. Involves conflict of legal prece- 
dents. 


3. Is likely to result in litigation. 


1. Involves legal authority for new 
administrative policy. 

Only small percentage of rulings so re- 
ferred. This referral not a matter of 
right to taxpayer. Conference with In- 
terpretative Division available. 

Chief Counsel’s opinion is advisory 
only, although most rulings reflect a 
coalescing of views. 


F. Rulings may be submitted to Com- 
missioner (or Assistant Commissioners) for 
policy review where they may: 


1. Tend to encourage or discourage 
certain types of business or tax 
avoidance transactions. 

Involve legally acceptable alterna- 

tives and large numbers of tax- 

payers are involved. 

3. Involve administrative complica- 
tions although legally sound. 

1, Involve the question of further liti- 
gation or the attempt to obtain 
corrective legislation. 

5. Involve the non-retroactivity of 
rulings. (See Sec. 7805(b).) 

G. Policy liaison may include consulta- 
tion with: 
1. Technical Planning Division— 
regulations, legislation, forms, etc. 
2. Special Technical Services Division— 


engineering and valuation matters, 
etc. 


3. International Tax Relations Divi- 
ston— 
tax treaties, etc. 

4. Audit or Collection Divisions— 
under Assistant Commissioner 
(Operations) 

5. Chief Counsel’s Office 


H. Rulings are almost never referred to 
the Secretary of the Treasury—complete dele- 
gation to Commissioner effected by Treas. 
Dept. Order No. 150-32, November 19, 
1953. Only exception is where very substan- 
tial loss of tax revenues is involved. E.g., 
percentage depletion on end product item 
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(Cherokee, Merry Bros., Dragon Cement 
type cases). 


VIII. WITHDRAWAL OF RULING REQUESTS 


A. Taxpayer ordinarily may withdraw 
ruling request at any time before issuance. 

B. Taxpayer may initially reserve the 
right in the ruling application to withdraw 
ruling request if adverse ruling is imminent. 
These requests are usually honored. 

C. In either case, the Service reserves 
right to inform District Director’s Office for 
purpose of consideration and further devel- 
opment when return is filed. Ordinarily 
National Office will so inform District Di- 
rector whenever National Office is sure (or 
believes) ruling request referred to a com- 
pleted transaction. 


IX. THE PUBLICATION OF RULINGS 


A. Resulted in part from Congressional 
criticism in 1952 to effect that non-publica- 
tion: 

1. Permitted favoritism, 
2. Protected use of ‘‘influence.”’ 
B. Service publishes rulings dealing with: 
1. Substantive tax law. 
2. Procedures directly affecting tax- 
payer’s basic rights or duties. 
3. Industry regulation. 

C. Service always maintains confidential 
the name of the taxpayer and the details 
which do not affect the tax principle involved. 


D. No evidence exists that program of 


publication has made Service more reluctant 
to issue private rulings. 


X. THE EFFECT OF RULINGS 


A. Taxpayer should attach copy of private 
ruling to his return. 
B. Revocation or modification of a ruling 
will not be retroactively applied if: 
1. The ruling request did not misstate 
or omit material facts. 
2. The facts as subsequently devel- 


oped do not differ materially from 
those on which the ruling was based. 





3. There has been no change in the 
applicable law. 

1. Taxpayer acted in good faith in 
relying on the ruling. 

5. Retroactive revocation or modifi- 
cation would be to taxpayer’s det- 
riment. 

C. All Field officials instructed to co- 
ordinate matter with National Office if 
conclusion contrary to ruling is contem- 
plated. 

D. In excise tax field, ruling holding that 
certain articles are subject to tax is limited 
as to retroactivity where: 

1. It reverses prior ruling holding 
articles to be non-taxable. 


2. Taxpayer sold article ‘‘ex tax’ re- 
lying on the ruling. 


E. If applicability of ruling is questioned 
by District Director’s Office, taxpayer is 
notified and has right to file a brief and to 
have a hearing in the National Office. 

F. Policy of non-retroactive revocation 
does not necessarily apply where: 

1. Ruling issued to one taxpayer is 


used as basis of transaction by 
another. 


2. Ruling issued in one specific trans- 
action is used by taxpayer as basis 
for another similar transaction. 


G. Service policy is that taxpayers may 
rely on published rulings in determining rule 
applicable to their own transactions where 
facts and circumstances are substantially 
similar. 

H. In case of revocation, generally prac- 
tice is to make revocation or modification 
prospective only. 


XI. REVOCATION OR MODIFICATION OF 
RULINGS 

A. Taxpayer must be alert to possibility 

of revocation. This is particularly true when 

a taxpayer receives a ruling which is later 

(8-15 months) published. If a ruling as 

published is in any way at variance with 
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private ruling, National Office should be 
consulted at once to see if retroactive over- 
ruling of private ruling was intended. 
B. Other than change in statute, three 
general methods of revocation are: 
1. Letter to taxpayer (not common 
except in exempt organizations 
area). 


2. Publication in I.R.B. of different 
ruling (if retroactive, taxpayer with 
ruling letter can apply to Commis- 
sioner for non-retroactive applica- 
tion. See XI A. above). 

3. Advice to taxpayer from District 

Director upon examination of re- 

turn. 


XII. LETTERS OF DETERMINATION ISSUED 
By DiIstricT DIRECTORS 


A. District Directors authorized to issue 
‘determination letters.” 


1. Routine questions involving appli- 
cation to specific taxpayer’s facts 
of principles and policies previously 
established by National Office. 

2. Discretionary. 

3. Completed transactions only ex- 
cept as to pension and _ profit- 
sharing plans, employment tax and 
excise tax matters. 

B. District Directors may not issue deter- 
mination letters where: 
1. A similar inquiry has been directed 
to National Office. 


2. Request is made by industry, trade 
association, or similar groups. 

3. Request involves industry-wide 
problem. 

1. Taxpayer’s returns will be filed in 

another District Director’s Office. 

Request involves employment tax 

problem which has been or is being 

considered by National Office or 

Social Security Administration. 


o1 


6. Request involves excise tax deter- 
mination of fair market price under 
sections 4216 and 4218, or fair 


charges under sections 4281-4283, 
inclusive (transportation of oil by 
pipelines). 
C. Authority of District Directors is 
extensive on question of qualification of pen- 
sion, profit-sharing and like plans. 


D. Authority of District Directors almost 
as extensive on question of exemption of 
trusts established under such plans, but 
limited in areas of fact involving: 


1. Prohibited transactions (section 
503) 

2. Unrelated business income (section 
511) 


E. Authority of District Directors limited 
to routine matters in question of exemption 
of other organizations and specifically lim- 
ited in areas of fact involving: 

1. Feeder organizations (section 502) 

2. Prohibited 
503) 

3. Unreasonable accumulation of in- 
come (section 504) 


transactions (section 


1. Unrelated business income (section 
511) 


F. Procedure exists for appeal of District 
Director’s determinations on pension and 
profit-sharing trusts to National Office, 
(Rev. Proc. 56-12, 1956, CB 1029). Tax- 
payer should first request District Director 
to ask National Office for technical advice. 
If this request is not granted, taxpayer may 
request National Office consideration by 
showing: 

1. Position of field is contrary to law 
or regulations. 


a 


2. Position is contrary to published 
ruling. 

3. Position is contrary to court deci- 
sion acquiesced in by Commis- 
sioner. 

4. Position is in conflict with deter- 

mination on similar case in another 

district. 


Issues arise because of novel and 
unique facts. 


ol 
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The decision to consider the matter is 

discretionary with the National Office. 

G. Determination letter has substantially 
the same effect as ruling letter. 


XIII. REQUESTS FOR TECHNICAL ADVICE 


A. District Directors authorized to re- 
quest technical advice from National Office 
in connection with both determination let- 
ters and examination of returns. Taxpayer 
has no right to such procedure—can only 
request. If taxpayer requests Agent to ask 
for technical advice ultimate decision as to 
whether case should be referred to National 
Office rests with Chief, Audit Division, Dis- 
trict Director’s Office (Rev. Proc. 58-14 
IRB 1958-38, 48). 


B. Once technical advice is requested, 
taxpayer can file memorandum on point at 
issue, via District Director, and have hear- 
ing in Washington. 

C. If Appellate Division has jurisdiction 
of case, it too may be requested to seek 
technical advice from National Office but 
fewer cases are so referred and hearings 
generally not granted. 

D. Technical advice, once given, is almost 
always followed by field. Technical advice, 





however, is still that, advice, and not an 
order. 


XIV. CLOSING AGREEMENTS 


A. Have statutory base (section 7121) but 
still discretionary with Commissioner. 


B. As applied to prospective transactions, 
are processed in same manner as requests 
for rulings up to certain organizational 
levels. However, many people must review 
and concur in the more formal closing agree- 
ment; consequently, much more time in- 
volved to obtain. See D, infra. 


C. Not appropriate in excise, estate, gift, 
or employment tax matters. 


D. Because of finality, require considera- 
tion at higher levels in Service. Taxpayer 
must make showing of necessity for such 
agreement. All closing agreements are re- 
ferred to Chief Counsel and signed for 
Government by the Commissioner. 


E. With respect to a closing agreement 
applicable to an entire taxable year (as 
distinguished from a specific transaction), 
all facets of case subjected to close scrutiny. 
Other completely unrelated issues sometimes 
closely scrutinized and questioned where a 
closing agreement is sought by the taxpayer. 
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Treatment of Salvage Value 


By WILLIAM Morris 
(New York Office) 


Salvage value, the estimated 
amount realizable upon the retire- 
ment of an asset from service, is a 
factor which has received increasing 
attention in the computation of de- 
preciation allowances since the 
enactment of the Internal Revenue 
Code of 1954. This article summa- 
rizes the current status of salvage 
value and its importance in deter- 
mining the most advantageous de- 
preciation method. Two recent 
court decisions are also discussed, 
involving respectively (1) whether 
salvage must be redetermined in the 
year an asset is disposed of, and (2) 
the treatment of salvage under the 
declining balance method of depre- 
ciation. 

Under the 1939 Code, little atten- 
tion was generally paid to salvage 
value. The regulations (Sec. 
39.23(e)—-1, Reg. 118) indicated that 
it must be subtracted from the tax 
basis in determining the amount 
allowable as depreciation, but did 
not elaborate. Most taxpayers ig- 
nored salvage and conservatively 
took depreciation at rates that in 
many cases were higher than subse- 
quent experience proved necessary. 
If, on Treasury examinations, sal- 
vage was taken into account in 
determining the depreciation al- 
lowed, taxpayers were frequently 
unaware of the fact. The Courts, 


however, considered salvage in some 


instances in determining deprecia- 
tion allowances for 1939 Code years.! 

Under the 1954 Code, the Treasury 
approach in the regulations is en- 
tirely different. An extended dis- 
cussion of salvage value is included 
in Sec. 1.167(a)—l(c) and the regu- 
lations reiterate in several places 
that an asset may not be depreciated 
below salvage value, although sal- 
vage is not taken into account in 
determining the annual deductions 
if the declining balance method is 
used. 

The current regulations make it 
clear that salvage value is to be 
estimated at the time of acquisition 
of the asset and is not to be changed 
thereafter merely because of a 
change in price levels. However, if 
the estimated useful life is redeter- 
mined, salvage value may also be 
redetermined at that time. (Under 
Sec. 1.167(a)—1(b), useful life is re- 
determined only when the change 
in such life is significant and there 
is a clear and convincing basis for 
redetermination. ) 

The regulations also make it clear 
that the taxpayer’s policy in dispos- 





1K. O. Lee Company, Inc. v. U. S., D.C. 
So. Dak.; Pilot Freight Carriers, Inc., 15 
T.C.M. 1027; Bolta Co. 4 T.C.M. 1067 
(1945); Anne P. Humphrey et al. 5 T.C.M. 
21 (1946); W. H. Norris Lumber Co. Inc., 
7 T.C.M. 728 (1948); L. A. Davidson, 12 
T.C.M. 1080 (1953). 
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ing of assets may affect the deter- 
mination of salvage value. For ex- 
ample, if the taxpayer customarily 
uses an asset until its inherent useful 
life is exhausted, salvage would be 
equivalent to junk value. Salvage 
value is always difficult to estimate 
because it is subject to so many 
unknown factors in the dim future, 
€.g., economic conditions in general, 
competition, resale demand for the 
specific assets, obsolescence, and 
continued need in the business. The 
longer the period of expected useful 
life, the more uncertain is the sal- 
vage estimate. Usually, the salvage 
declines with age. 

In many cases the only practical 
guide to determination of salvage 
value will be found in past experi- 
ence in disposition of similar assets. 

Even where experience data are 
available the ratio of sales prices 
to original cost may be misleading 
because of unusual circumstances 
such as war shortages, changes in 
price levels, boom times, sale of 
entire plant, etc. Furthermore, 
when a business is expanding rap- 
idly, there is a disproportionate 
retirement of short-lived equipment; 
because the additions causing the 
growth are too new to reflect any 
retirements other than short-lived. 
As the expansion levels off, the pro- 
portion of short-lived retirement 
declines and salvage ratios may 
change significantly. Furthermore, 
estimating salvage ratios is generally 
more difficult for group or composite 
accounts as opposed to single asset 
accounts. Changes in the “‘mix”’ of 


a group can affect the salvage ratio 
drastically. 

Experience shows that salvage is 
not usually significant where assets 
are involved which require large 
removal costs or cannot be reused 
except as a unit, e.g., buildings, 
building equipment, process-type 
machinery and equipment, imbedded 
or underground installations, and 
leasehold improvements. 

Apparently there is no uniform 
national policy as to changes on 
account of salvage by the Treasury. 
The policy seems to vary in strict- 
ness in the various districts. Also, 
a greater emphasis has been placed 
on salvage in respect of short-lived 
equipment such as salesmen’s auto- 
mobiles than other assets. One 
thing is certain—taxpayers cannot 
rely on a past precedent of no sal- 
vage adjustment. On the other 
hand, it is recommended that tax- 
payers resist arbitrary adjustments 
‘“‘across-the-board”’ unless justified 
by the facts. 


Relationship of Salvage and Depre- 
citation Methods: 


The existence of a material factor 
of salvage influences the method 
selected for depreciation. Where 
salvage exceeds 10 per cent for single 
item accounts or approximately 7 
per cent for group accounts, the use 
of the declining balance method is 
usually more favorable than the 
sum-of-the-years-digits method. 
Although the years-digits method 
accumulates depreciation approxi- 
mately 6 to 7 per cent faster, this 
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advantage is offset by the salvage 
in the cases indicated. The reason 
is that estimated salvage must be 
deducted from the amount subject 
to depreciation, under the years- 
digits method. It is not a factor in 
applying the declining balance 
method. (For limitation, see discus- 
sion—Salvage Under Declining 
Balance Method. ) 

Taxpayers may change from de- 
clining balance (using up to twice 
the straight-line rate) to the 
straight-line method without Treas- 
ury permission. Code section 167(e). 
Many taxpayers are familiar with 
this rule and conclude that a switch 
at the sixth or seventh year will 
produce optimum depreciation al- 
lowances automatically. The Con- 
gressional Committee Reports and 
the depreciation regulations make it 
emphatically clear that salvage must 
be estimated at the time of change. 
At the same time a new estimate of 
remaining life must be made (which 
may be longer than the remainder 
of the period originally estimated). 
After deducting estimated salvage, 
application of the straight-line rates 
may be less advantageous, and 
negative the change in method. 


Should Salvage Be Redetermined 
When Assets Are Disposed of? 


If salvage value can be redeter- 
mined when assets are disposed of, 
an apparent capital gain on assets 
sold can often be substantially re- 
duced, as the effect of the redeter- 
mination will generally be to leave 
no basis for depreciation, and hence 








no depreciation, in the year of sale. 
The current regulations, previously 
referred to, do not specifically state 
whether or not such a redetermina- 
tion can be made, although they 
indicate that a redetermination of 
salvage can be made if the useful 
life is redetermined. Under the 1939 
Code, the regulations did not cover 
the question of when salvage should 
be determined. A recent case? de- 
cided under the 1939 Code permits 
a redetermination in the year of 
sale. At the first hearing of the case 
the District Judge decided that the 
taxpayers had erred in not taking 
salvage into account when they 
determined that the equipment for 
their three wartime flying schools 
should be depreciated over a useful 
economic life of four years. A 10 
per cent salvage estimate was deter- 
mined by the Court to be reasonable 
based upon, (a) the customary 
amount used by other flying schools, 
(b) the fact that taxpayers failed to 
show that the equipment did not 
have some salvage value which 
could have been estimated at the 
end of 1941 or during 1942, 1943, 
and 1944, and (c) the growing scar- 
city of goods during the increasing 
war effort which made it seem rea- 
sonable that the equipment would 
have some salvage value at termi- 
nation of use. 

Before the District Court decision 
was finalized, however, the Treasury 
moved in a rehearing that the Judge 
make additional findings of fact and 


* Cohn, C.A.—6, Sept. 26, 1958 aff’g. D.C. 








conclusions of law relating to the 
salvage issue. The Treasury pointed 
out that the taxpayers knew, prior 
to the close of the fiscal years ending 
in 1944 and 1945, the actual salvage 
value of the movable equipment 
from their three schools by reason 
of actual sales of portions thereof 
during 1944 and 1945. 

The District Court thereupon 
amended the prior decision and held 
that: 


(1) The reasonably estimated salvage 
value was equivalent to the actual sales 
price; 

(2) Where the actual salvage value (sales 
price) exceeded, during the year of disposi- 
tion, the undepreciated basis of the asset at 
the beginning of the year, no depreciation 
would be allowed from the beginning of that 
year. The basic reason was that deprecia- 
tion allowances are determined in the light 
of conditions known at the end of the year. 
Knowledge of the salvage realization, or the 
prices at which similar equipment was being 
sold, was held to be a factor to be considered 
in deducting any depreciation. 

(3) Net gains on sales of equipment should 
be redetermined on the basis of greatly re- 
duced allowances for depreciation. 


The Court of Appeals agreed with 
the general principle that salvage 
should be estimated when the asset 
is first subject to a depreciation al- 
lowance. Also, if the price of the 
asset at time of disposition is greater 
than the depreciated basis, the ex- 
cess is taxable as.a capital gain 
under Sec. 117(j), 1939 Code. The 
crucial question was whether the 
District Court erred in revising its 
previous determination of a 10 per 
cent estimated salvage in order to 
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conform salvage with actual sales 
prices. 

Both the taxpayers and Treasury 
agreed that annual depreciation al- 
lowances are subject to change by 
reason of redetermination of the 
remaining useful life of the assets. 
They did not agree that the original 
salvage estimate was subject to re- 
vision in the year of sale to conform 
with the actual sales price, thereby 
reducing depreciation in the year 
of sale, and any related capital 
gains. 

The taxpayer relied on the prin- 
ciple stated in the regulations under 
the 1954 Code, Section 1.167(a)—l(c), 
as follows: “‘Salvage value shall not 
be changed at any time after the 
determination made at the time of 
acquisition merely because of 
changes in price levels.’”’ The gov- 
ernment agreed that salvage need 
not be changed from year to year 
but maintained that it may be 
redetermined at or near the end of 
useful life in case of substantial dif- 
ference upon actual sale. 

The Circuit Court held for the 
government on the grounds that: 

(1) Depreciation involves both useful life 
and salvage; if depreciation may be redeter- 
mined for current and future years, they 
concluded that salvage is logically in the 
same position; 

(2) Section 1.167(a)-l(c) of the regula- 
tions states: ‘“However, if there is a redeter- 
mination of useful life under the rules of 
paragraph (b), salvage value may be rede- 
termined based upon facts known at the 
time of such redetermination of useful life.” 

The foregoing statement indicates 
that only changes on account of 
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minor variations (or, possibly, in 
price levels) are restricted. 

The practical effect of this deci- 
sion may be an increase in disallow- 
ances of depreciation by the 
Treasury where dispositions are 
made during periods of continuing 
inflation. The Treasury need only 
show that a redetermination of use- 
ful life is necessary and thereby 
automatically have the right to 
redetermine estimated salvage value. 
The burden of proof is on the tax- 
payer, and, in matters of estimating 
useful life or future salvage values 
it is well known that it is difficult 
to furnish convincing proof. Capital 
gains arising from inflation or excep- 
tional conditions of shortages, etc., 
could thus be effectively throttled 
under this decision. 

The Tax Court in 1947 held that 
the adjustment in salvage (to reflect 
the actual sales price) was a correc- 
tion of a mistaken estimate.’ The 
Cohn decision would seem to imply 
that all increases in salvage realiza- 
tion over amount estimated can be 
treated as mistakes. The Wier Long 
Leaf Lumber decision pointed out 
that profit on sale of equipment is 
not, of itself, proof that salvage and 
useful life were erroneous. When 
does a favorable sales price result 
from an increase in price levels? 

This principle of correcting mis- 
takes in salvage would appear to be 
contrary to the regulations which 
are grounded on reasonableness of 


3 Wier Long Leaf Lumber Co. 9 T.C. 990. 
(1947). 


estimated salvage at time of acqui- 
sition and no change “. . . at any 
lime . . . merely because of price 
levels.” Section 1.167(a)—l(c) 
(italics supplied). By the same 
token, the disallowance of deprecia- 
tion from the beginning of the year 
in the year of sale is not equitable 
because the taxpayer is entitled to 
depreciation until the end of the 
useful life of the asset—which is the 
date of disposition. Until that date 
the asset is in fact subject to wear 
and tear. 

For example, if a sale of depreci- 
able assets in December by a tax- 
payer on a calendar year basis 
would result in no depreciation 
allowance for the year under the 
Cohn doctrine, deferment of the 
sale until the following January 
would provide a full year’s depre- 
ciation for the 12 months preceding. 

Furthermore, nowhere in the reg- 
ulations on depreciation under either 
the 1939 Code or the 1954 Code is 
there any suggestion that salvage is 
synonymous with actual sales prices. 
On the contrary, the language sug- 
gests that salvage is an amount, 
estimated at time of acquisition, 
which is expected to be realized. It 
merely represents the complement 
of depreciation and forms the initial 
adjustment factor for annual 
allowances. 

Ironically, inthe Cohn case, the 
Treasury had sought to redetermine 
useful life but was unsuccessful. 
Nevertheless, they were permitted 
the benefit of hindsight, as if a re- 
determination had been approved, 
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by identifying sales prices in 1944 
and 1945 as salvage value. If a 
10 per cent salvage appeared appro- 
priate as indicated by the original 
judicial conclusions, it seems illogi- 
cal to disturb the amount by reason 
of a windfall in prices. Generally, 
under this rationale, a taxpayer 
could only sustain a loss if sales 
prices ultimately deteriorated, but 
could never obtain full capital gains 
recognition benefits where prices 
improve unexpectedly. 

In the author’s opinion such dilu- 
tion of the benefits from Code sec- 
tion 1231 was not contemplated by 
the Congress. In fact, the economic 
effect would be a slowdown in the 
replacement of equipment with im- 
proved models and, thus an over-all 
decline in improvement of the na- 
tional productive efficiency. This 
would be contrary to the Congres- 
sional purpose which has been mani- 
fested in recent years by the allow- 
ance of more rapid methods of de- 
preciation. Furthermore, continu- 
ing uncertainty as to treatment of 
salvage and/or capital gains would 
be detrimental to the businessman’s 
planning and decisions. 


Salvage Under Declining Balance 
Method: 


Under the declining balance 
method of depreciation, the annual 
allowances are computed on the net 
unrecovered basis of tax property, 
without any adjustment for salvage 
value. Nevertheless, the general 
rule that an asset may not be 
depreciated below salvage value is 


made specifically applicable to the 
declining balance method in Sec. 
1.167(b)-2. 

However, in the first case on 
salvage under the 1954 Code, a 
District Court held the latter pro- 
vision invalid. The taxpayer con- 
tended that, “‘. . . a salvage value 
is inherent or ‘built in,’ to the 
declining balance method.” The 
reasoning was that, at the end of its 
useful life, property will always have 
an undepreciated balance under this 
method. 

The Court agreed with the tax- 
payer on the basis of the following 
excerpt from the Report of the 
Senate Finance Committee on the 
1954 Revenue Code (83rd Congress, 
2d Session, Senate Report No. 1622) 
; . under this method at the 
expiration of useful life there re- 
mains an undepreciated balance 
which represents salvage value.” 
Page 201. 

Undoubtedly, from the Treasury’s 
viewpoint this decision will appear 
to be discriminatory against other 
depreciation methods. They could 
contend that it unduly benefits the 
declining balance method when ap- 
plied to automobiles and other short- 
lived assets which may have a sal- 
vage value higher than 10 to 13 per 
cent at the end of their useful 
life. Nevertheless, the Congressional 
intention cannot be arbitrarily ig- 
nored by the Commissioner’s 
regulations. 


‘Hertz Corp., U.S.D.C. Dec., July 17, 
1958. 58-2 USTC Para. 9720. 
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The discussion at page 26 and 27 
of the Committee’s Report indi- 
cates that the major concern of 
Congress was the problem where 
salvage realization was less than 
10 to 13 per cent of cost basis at 
the end of useful life. Accordingly, 
two types of relief were provided 
for those cases. However, no differ- 
ent rules were suggested where sal- 
vage would be higher than 10 to 
13 per cent even though the Com- 
mittee recognized that such differ- 
*ences do exist. 

It is likely that the Hertz decision 
will be appealed by the Commis- 
sioner. In the meantime, in filing 
current returns, taxpayers should 
consider deducting depreciation be- 
low salvage value under the declin- 
ing balance method. Protective 
refund claims should be filed where 
necessary. 

The present regulations permit 


taxpayers to use (1) one continuing 
group account for all years of acqui- 
tion, or (2) separate accounts by 
year of acquisition. One advantage 
in using method (1) is in the appli- 
cation of nondepreciable salvage. If 
additions by reason of replacements 
of existing facilities or because of 
expansion continue regularly, the 
undepreciated balance of the account 
will generally remain at a level 
higher than the minimum salvage. 
Thereby, the problem might become 
only academic unless the salvage 
ratio is rather high. 

The rule that salvage is not de- 
ducted from the depreciable amount 
applies also where the taxpayer uses 
the declining balance method for 
property ineligible for rapid meth- 
ods under the 1954 Code. In these 
cases a rate not exceeding 1!. times 
the straight-line rate is permitted. 
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Recent Developments Regarding Percentage Depletion 
of Metal and Mineral Mines 


By HERBERT H. SCHUELLER 
(New York Office) 


Introduction 


In determining taxable income in 
the case of mines, oil and gas wells, 
certain other natural deposits, and 
timber, a reasonable deduction is 
allowable for the exhaustion which 
necessarily accompanies the exploit- 
ation of the property producing 
such income. This so-called deple- 
tion allowance permits the ratable 
charge-off of the cost basis of such 
property from the income derived 
therefrom.' In the case of certain 
natural deposits, specifically enum- 
erated in the law, an alternative 
method is provided under which the 
depletion deduction is measured by 
a fixed percentage of the gross in- 
come from the property. Such per- 
centage deduction is subject to the 
limitation that its amount must not 
exceed 50 per cent of the taxable 
income from the property (com- 
puted without the allowance for 
depletion). Cost or percentage de- 
pletion, whichever results in the 
higher amount, has to be used in 
computing both the taxable income 
and the adjustment to the basis of 
the property. 

Percentage depletion was intro- 
duced first in 1926 for oil and gas 





1 Exhaustion of the property remains the 
theoretical reason for depletion even though 
the deduction itself may be based on income 
and not on production. 


wells and extended by succeeding 
Revenue Acts to most other natural 
deposits. It was adopted by Con- 
gress originally “‘in the interest of 
simplicity and certainty in admin- 
istration’”’ for the reason that ‘‘the 
administration of the discovery pro- 
visions® of the [then] existing law 
has been very difficult.’’ 

Whatever the advantages of the 
percentage depletion method are, it 
must be said that simplicity and 
certainty of administration are, un- 
fortunately, not among its virtues. 
To the contrary, its rules are com- 
plicated, difficult both in adminis- 
tering and interpreting, and, in 
spite of many clarifying amend- 
ments of the law, the subject of 
much litigation. 

It is the purpose of this paper to 
classify and discuss’ some of the 
problems which have arisen recently 
in the mining industry in connection 
with percentage depletion. 


Who Is Entitled to Claim Percentage 
Depletion? 


Except as in regard to special situ- 


2 First enacted by the Revenue Act of 
1918 as an alternative method to cost deple- 
tion, discovery value depletion was finally 
terminated for the few minerals to which it 
was still applicable by the enactment of the 
Internal Revenue Code of 1954. 

’ Senate Finance Committee Report No. 
52, 69th Congress, 1st Session. 
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ations such as leases, life estates and 
property held in trust or by estates, 
the law fails to identify the taxpayer 
who is entitled to claim percentage 
depletion. As there are usually 
numerous classes of taxpayers who, 
directly or indirectly, derive income 
from the same mining operation, the 
problem of who may actually claim 
a deduction has always been an im- 
portant question in the taxation of 
income from natural resources. 

The courts, confronted with this 
problem on many occasions, have 
ruled that percentage depletion pre- 
sumes the existence of an “‘economic 
interest’”’ in the mineral deposit. As 
to what constitutes such economic 
interest, the courts have held that it 
does not require legal ownership in 
the property‘ but that an economic 
advantage, derived from the pro- 
duction merely through contractual 
relationship without any capital in- 
vestment in the property, is not 
sufficient.’ An economic interest 
presupposes the acquisition of some 
interest in the mineral in place 
either by investment or otherwise.° 
The owner of an economic interest 
must look to the income derived 
from the extraction of such mineral 
as the sole source for the return of 
his capital.’ 


* Palmer v. Bender, 287 U.S. 551. W. A. 
Thomas v. J. J. Perkins, et al., 301 U.S. 655. 

5 Helvering v. Bankline Oil Co., 303 U.S. 
362. 

6 Helvering v. O'Donnell, 303 U. S. 370. 

7 Kirby Petroleum Co. v. Com’r, 326 U. S. 
599. Com’r v. Southwest Exploration Co. 
350 U. S. 308. 
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A recent Treasury ruling® has 
summarized these rules by present- 
ing the following three conditions 
for the recognition of an economic 
interest: 

(1) A binding right to receive or share in 
the mining product which right must not 
be terminable at the will of another person; 

(2) An investment, meaning acquisition 
of a direct equity in the mining product; and 

(3) A recovery of the investment depend- 
ing solely upon the extraction of the mineral 
product. 

The application of those rules to 
practical situations often proves 
difficult. This is particularly true in 
respect to coal mines, in situations 
where the owner of the deposit has 
the coal removed by contractors or 
“strippers.” 

After the decisions in James 
Preston® and Helen C. Brown'® it 
was thought that such contractor 
was entitled to depletion only if 
he had: 

(1) an exclusive, nonterminable right to 
mine the deposit to exhaustion; 


(2) a material investment in immovable 
assets; and, 


(3) as compensation for his work, a share 
of the sales price of the coal mined by him. 

However, in a number of recent 
cases, which are based on widely 
different factual situations and cir- 
cumstances, the courts seem to 
have relaxed the above rules, some- 
times to a considerable extent. 

A strip miner’s economic interest 
was upheld where he had neither the 


8 Rev. Rul. 56-542 C. B. 1956-2, p. 327. 
9 James Preston 19 T. C. 284. 
10 Helen C. Brown 22 T. C. 58. 








right nor the obligation to mine the 
deposit to exhaustion.''! In another 
case the court held that under cer- 
tain conditions, an exclusive right to 
mine for an indefinite time was 
tantamount to a right to mine to 
exhaustion.'? Finally, in some cases 
the requirements of exclusiveness 
and right to mine to exhaustion 
were entirely disregarded." 

In a series of other cases the eco- 
nomic interest was recognized al- 
though the mine owner had the 
right to terminate the yearly renew- 
able contract on 10 days’ notice 
whenever the profit did not reach a 
certain percentage,'* or even, under 
certain qualifications, simply on 
90 days’ notice.'® The fact that the 
owner reserved the right to direct 
and limit the quantity of the coal 
mined, did not destroy the eco- 
nomic interest in another decision.'® 

The absence of a stipulation pro- 
viding a certain percentage of the 
sales price as compensation of the 
contractor was considered immate- 
rial as long as the contractor de- 
pended upon the extraction and 
sale of the mineral for his profit.'! 
Even where the mine owner paid a 
fixed price per ton, subject only to 
adjustments for changes based on 


'! Com’r v. Gregory Run Coal Co. 212 Fed 
(2nd) 52. 

12 Com’r v. Mammouth Coal Co. 229 Fed 
(2nd) 535. 

138 Virginia Coal Co. 25 T.C. 899. 

14 Denise Coal Co. 29 T.C. — No. 61. 

15 Hammil Coal Corp. 239 Fed (2nd) 247. 

16 Weirton Ice and Coal Supply Co. 231 
Fed (2nd) 531. 
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31 
market conditions'* or on the cost 
of labor,'® the courts did not deny 
an economic interest. 

In most of these cases heavy reli- 
ance was placed upon a decision of 
the Supreme Court!’ in which it 
was stated that the cost of the capi- 
tal investment was unimportant and 
that it was the possibility of deriv- 
ing profit from the use of the right 
over production, depending solely 
upon the extraction of the mineral 
deposit, which established the eco- 
nomic interest. 

Although many of the above deci- 
sions seem to take the other tests 
lightly, they have by no means been 
abandoned. The right to depletion 
has been denied in cases of short- 
term stripping contracts terminable 
at will.'!° There also remains the 
requirement of some kind of invest- 
ment although the nature and ex- 
tent of such investment is far from 
clear. Real estate and other immov- 
able facilities certainly qualify,?° 
but machinery, the cost of which is 
completely recoverable by depreci- 
ation, has been held to be insuffi- 
cient;?! yet, in some other cases the 
investment apparently consisted of 
not much more than material, labor 


\7 Burton-Sutton Oil Co. v. 
US 25: 


Com’r 328 


18 Walter Bernard McCall 27 T.C. 133, 
Hammil Coal Corp. 239 Fed (2nd) 247. 

19 Usibelli v. Com’r 222 Fed (2nd) 539. 
W. Emory Parsons v. Smith, CCA3 — Fed 
(2nd) 

20 Denise Coal Co. 29 T.C. 

*t Nathan Fink 29 T.C. 


-, No. 61. 
. No. 118. 
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and tools.** No economic interest 
has yet been recognized in any situ- 
ation where the contractor’s com- 
pensation was based on a fixed, un- 
changing amount per ton® of the 
product mined or sold. 

It is difficult, if not impossible, to 
reconcile the above cited cases, but 
the following general conclusions 
may be drawn from them as to 
the establishment of an economic 
interest : 

(1) the existence of an exclusive right to 
mine to exhaustion seems no longer required 
provided the contract is long-term, not ter- 
minable at the will of the mine owner except 
for stipulated good reasons, and grants to 
the owner a very limited interference with 
the mining operations; 

(2) the investment of the contractor need 
not be very substantial but it should not 
involve exclusively assets readily movable 
to other jobs or assets the cost of which is 
fully recoverable by depreciation; 

(3) the compensation of the contractor 
need not necessarily consist of a portion of 
the sales proceeds but must at least be tied 
to and vary with the market price of the 
coal sold. 


Another interesting problem as 
to who is entitled to percentage 
depletion has been raised in respect 
to captive mines which often derive 
no income from their mining opera- 
tions but act in behalf of the com- 
panies which own their stock. The 
Commissioner has ruled* that in 
such a case the stockholder corpo- 


* Com’r v. Gregory Run Coal Co. 212 Fed 
(2nd) 52. 

23 George Huss v. Smith 150 Fed (2nd) 539, 
Usibelli v. Com’r 222 Fed (2nd) 537. 

*4 Rev. Rul. 56-542, 1956-2 C.B. 327. 


rations, instead of the operating 
company, may claim the deduction. 

A common problem which arises 
upon the conveyance of a mineral 
right is whether a sale has occurred 
in which the economic interest is 
relinquished with any profit taxable 
at capital gain rates, or the trans- 
action is merely an assignment of 
income, with the economic interest 
retained and the proceeds less de- 
pletion taxable at ordinary rates. 
This question has come before the 
Supreme Court recently,” but since 
the facts involved ‘“‘carved-out- 
mineral-payments,” generally re- 
stricted to the oil and gas industry, 
the case seems only of limited 
interest to the mining industry. 

More generally interesting are 
several cases in which the capital 
transaction question arose in con- 
nection with the transfer of inter- 
ests in sand, gravel and iron ore 
deposits.*° The courts, in deciding 
whether the transactions constituted 
sales or royalty agreements, based 
their decisions on the facts involved. 
The lines seem to be drawn rather 
finely in these opinions which should 
be studied carefully whenever a tax- 
payer is making a similar deal and 
wishes to foresee its tax conse- 
quences. 

Particular attention is drawn to 
a case involving the conveyance of 


25 Com’r v. P. G. Lake — U.S. -. 


26 Arthur L. Baker 24 T.C. 1160, William 
L. Albritton — Fed (2nd) — Crowell Land & 
Mining Corp. v. Com’r, 242 Fed (2nd) 864, 
Louise L. and Helen T. Gowans v. Com’, 
Fed (2nd) -. 
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rights in an iron ore deposit in a 
transaction in which the transferor 
was to receive as present considera- 
tion a lump sum payment with the 
right to receive additional payments 
in the future, measured by the ton- 
nage of ore mined if and when it 
should turn out that the deposit 
was larger than foreseeable at the 
time of the sale.27. The court found 
that the lump sum amount presently 
received constituted the price re- 
ceived in a capital transaction but 
reserved the right to determine the 
nature of the contingent additional 
payment when and if this problem 
should be brought before it. 


Gross Income from the Property 


Percentage depletion is based pri- 
marily upon the gross income from 
the property. ‘“‘Gross income from 
the property” is a technical term 
defined in the Code and means the 
gross income from mining. ‘‘Mining’”’ 
includes, in addition to the’ extrac- 
tion of the ores or minerals, the ordi- 
nary treatment processes normally 
applied in order to obtain the first 
commercially marketable product. 

Since 1954 gross income includes 
the income of mine owners or opera- 
tors from tailings of their prior 
mining operations. 

Many questions have arisen as to 
the meaning of the term “gross 
income from mining.” 

Proceeds from the sale of mining 
properties are definitely excluded; 

27 Maude W. Olinger 27 T.C. 93. Com’r 


v. Charles H. and Dorothy Remer, — Fed 
(2nd) — , CCA 8, 11-5-58. 





so are products consumed in the 
owner’s Own operations.?* Trade 
discounts are deductible?’ but cash 
discounts can be disregarded.*° 
Gross income from nonproductive 
activities must be separated from 
the productive income and is not 
subject to depletion. 

One of the more troublesome prob- 
lems has always been the question 
which of the many operations con- 
nected with the mining operations 
constitute ordinary treatment pro- 
cesses includible in gross income 
from the property. In the case of 
certain mineral products, the Code 
specifies which are ordinary treat- 
ment processes. But as to others, 
the Code is silent. 

Great progress in regard to the 
latter group has been achieved by 
the recent refusal of the Supreme 
Court to review two groups of cases 
commonly known as “Cherokee 
Brick & Tile Co.’’*' and ‘Dragon 
Cement Co.’’ 

In the first case the courts had 
rejected the Government’s conten- 
tion that percentage depletion is 
granted only for the mineral prod- 
uct itself (in this case clay) and not 
for the final industrial product man- 
ufactured from it. The court, up- 


28 Roundup Coal Mining Co. 20 T.C. 388. 
29 Rev. Rul. 55-13 C.B. 1955-1, p. 285. 

30 Rev. Rul. 56-433 C.B. 1956-2, p. 332. 
31 A large number of cases named after 


the leading case Cherokee Brick & Tile Co. 
v. U. S. 218 Fed (2nd) 468. 
32 Likewise several cases named after the 


leading case Dragon Cement Co. Inc. v. U.S. 
244 Fed (2nd) 513. 
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holding depletion on the marketable 
product brick and clay stated: 

The statutory language is clear and 
unambiguous, which is that gross income 
from mining must include the income from 
ordinary treatment processes which must be 
applied to the ore or mineral in order to 
obtain the commercially marketable prod- 
uct, that is, the first product which is mar- 
ketable in commerce. There is no provision 
in the statute for excluding any process 
before such a marketable product is reached. 
The only restriction is that the processes 
must be ordinary treatment processes nor- 
mally applied by mine owners or operators. 

In the cement case the Govern- 
ment claimed that ‘“‘mining’’ ter- 
minated as soon as the mineral prod- 
uct, cement rock, had undergone a 
chemical change. It asserted that 
after such point the product had 
ceased to be a mineral and all later 
processes constituted manufactur- 
ing and not mining. The Circuit 
Court, reversing an earlier decision 
of the District Court in favor of the 
Government, ruled that a taxpayer 
is entitled to base his percentage 
deduction upon the gross income 
from the first marketable mineral 
product obtained from the natural 
deposit. The Regulations, as far as 
they conflicted with this rule, were 
specifically voided. 

As to clay and cement, at least, 
the Treasury now reluctantly recog- 
nizes the decisions of the courts and 
has announced* it would expedite 
settlement of the pending cases and 
settle refund claims of these two in- 
dustries with all possible speed. 

Several other natural resource in- 


3’ TIR — 62 (October 18, 1957). 


dustries also won court cases involv- 
ing the right to apply percentage 
depletion on the selling price of their 
product. They include slate* and 
vitrified fire clay.** In the case of 
limestone the Tax Court*? included 
in the ordinary treatment processes 
all processes of the product sold 
except blending and bagging. 

The Government, however, has 
by no means given up efforts to 
eliminate percentage depletion on 
those processes which it considers 
manufacturing processes. The 
Treasury has asked Congress*® to 
change the law so that in the case 
of clay the cutoff point for depletion 
would be reached before tempering 
and molding and for cement prior to 
putting the prepared rock into the 
kiln. The 85th Congress adjourned 
without taking action on this pro- 
posal but it will certainly be intro- 
duced again in the present Congress. 

In the meanwhile the Treasury 
continues to attempt to reduce de- 
pletion allowances by eliminating 
from the gross income basis certain 
final processes such as blending, ad- 
mixing, bagging, packaging, etc. 
Admixing has been held not to con- 


35 Southern Lightweight Aggregate Corp. v. 
U.S: D. €. Va. 

38 Cammelion Sewer Pipe Company v. U.S. 
D.C. Ind. 

37 Towa Lime Stone Co. v. Com’r 28 T.C. — 
No. 96. See also Riverton Lime & Stone Co. 
30 T.C. — No. 49. 


38 See letter by Dan Throop Smith, Deputy 
to the Secretary of Finance, dated April 24, 
1958 to Wilbur H. Mills, Chairman, Com- 
mittee on Ways and Means. 
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stitute an ordinary treatment pro- 
cess.*® As far as bagging and the 
costs of bags is concerned, the courts 
have come to contrary decisions’” 
and presently the situation in this 
respect is completely fluid. Similar 
uncertainties exist as to the extent 
and manner of the inclusion or 
exclusion of admixtures, evapora- 
tion, allocation of costs to the 
different processes, etc. 

As to the inclusion of hauling ex- 
penses in the ordinary treatment 
processes the Treasury, even after 
enactment of the ‘50 miles haulage”’ 
provision into the Code,*! took the 
position that the entire haulage cost 
must be eliminated whenever the 
actual haulage mileage exceeded the 
allowable maximum. First the Tax 
Court upheld this position’ but 
recently it recognized its error** and 
permitted the inclusion of so much 
of the total haulage expense in the 


' Riverton Lime 
T.C. —, No. 
No. 96. 


& Stone Company. 30 
49 Iowa Limestone Co., 28 T.C. 


® Inclusion of ba agging upheld in Dragon 
Cement Co. v. U. S. 163 Fed Supp. 168 and 
Riverside Cement Co. eo: U.S... De €: Cal. 
Sept. 30, 1958. Contrary, Monolith Portland 
Cement Co. v. U. S. D. C. Cal., Com’r v. 
American Gilsonite Co., — Fed (2nd) —. Cost 
of bags excluded but bagging operations 
included with Government’s consent, U. S. 
v. Utco Products Inc., — Fed (2nd) 


t By section 207 of the Revenue Act of 


1950. 
American Gilsonite Co., 28 T.C. 194, 
aff’d on another ground—see Note 44, infra. 


3 Matagorda Shell Co., 29 T.C. 1060. 





depletion basis as was allocable to 
the statutory 50-mile limit.“ 


What Is the Proper Percentage Rate 
To Be Applied? 


For purposes of determining the 
proper rate of depletion the law 
classifies the various mineral prod- 
ucts into different groups. In spite 
of a rather exhaustive enumeration 
it is sometimes difficult to deter- 
mine which of the rates applies to an 
actual situation. This difficulty 
arises from the facts that a specific 
mining product may qualify under 
more than one description (for in- 
stance, quartzite may be mined in 
the form of sand), or such product 
may fall into different groups de- 
pending upon whether the classifi- 
cation is based upon the use to 
which it will be finally put or ac- 
cording to its inherent chemical 
properties (fire clay; for instance, 
may occasionally be used in the 
manufacture of ordinary brick). 

In such situations the taxpayer 
will usually contend that the higher 
of the two percentage rates should 
be applied, while the Treasury will 
take the opposite position. There 
still exists no absolute certainty 
whether such conflict will be solved 


“4 The 10th Circuit Court of Appeals has 
since confirmed the original Tax Court 
position excluding haulage expenses en- 
tirely. The rationale, however, was that the 
transportation was to the bagging plant, 
and as the Circuit Court held bagging not 
to be an ordinary treatment process it con- 
cluded that transportation to the bagging 
plant was likewise excludable. Com’r v. 
American Gilsonite Co., — Fed (2nd) 
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on the basis of the ‘‘end use test”’ 
or on the basis of the ‘“‘chemical 
properties test.” Congress appar- 
ently favors the chemical properties 
test*® in general, but in the case of 
stone, etc., the law itself adopts the 
end use test.“° Nor are the courts 
always consistent. Although they 
generally apply the chemical prop- 
erties test,‘7 the Tax Court, in two 
recent unreviewed decisions involv- 
ing quartzite deposits, decided one 
of them** on the ‘“‘end use’’ basis, 
the other*® on the basis of the 
*‘chemical properties” test. 

In another situation®® the Treas- 
ury applied the end use test in an 
abortive attempt to deny all per- 
centage depletion to gypsum. The 
Government contended that gyp- 
sum was not entitled to percentage 
depletion at all, rationalizing that 
this product was admittedly not 
used as stone and pointing to the 
fact that the 1939 Code, under 
which the case had to be decided, 
did not specifically list gypsum. 
The Court not only rebuked the 
Government for its position but also 
voided the part of the Regulations 
which supported the Treasury’s 
assertion. The Treasury has 


Senate 
No. 1622, 
page 77. 

‘6 1954 Code section 613 (b) (6). 

47 Towa Lime Stone Co. 28 T.C. 
Non acqu. 

8 South Jersey Sand Co. 30 T.C. — No. 34. 

‘9 Quarizite Stone Co. 30 T.C. — No. 47. 


5° U. S. Gypsum Company v. U. S. — Fed 
(2nd) -. 


Finance Committee 
83rd Congress, 


Report 
2nd_ Session, 


No. 96 





since accepted the principle of this 
decision.°™ 

Another situation where it is 
difficult to determine the proper 
rate may be encountered in cases 
where an ore or mineral contains 
two or more differently depletable 
elements and the sale takes place 
prior to their separation (iron ore 
containing sulphur, zinc ore con- 
taining silver, etc.)*! 

No changes in percentage rates or 
classifications are made by the 
Technical Amendments Act of 1958. 
It provides, however, a relief pro- 
vision” for taxpayers with fiscal 
years ending in 1954 or with short 
1954 taxable years ending prior to 
August 18, 1954 who previously 
were unable to use the often more 
advantageous 1954 rates because 
such rates were originally applicable 
only to years beginning in 1954 and 
ending after the enactment of the 
1954 Code. Such taxpayers may 
elect to have the 1954 rates apply 
on a prorata basis to that part of 
their fiscal period which falls within 
the calendar year 1954. Special 
provisions keep the statute of limit- 
ation in respect to those years open 
but deny interest on overpayments 
of tax resulting from the new 
provision. 


What Constitutes a ‘Property’ ? 


Percentage depletion is based 
upon the income from the prop- 


508 Rev. Rul. 58-593, IRB 1958—49, 16. 
51 Prop. Regs. sec. 1.613-2(c) (2). 


Section 36 of the Technical Amendments 
Act of 1958. 
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erty.’ The use of the singular in- 
stead of the plural form has been 
interpreted to mean that the income 
determination must be made sepa- 
rately in respect to each property 
the taxpayer might own. 

Prior to the 1954 Code the law 
itself did not define the term 
“‘property.”’ In general the Treas- 
ury took the position that each 
separate interest owned by the tax- 
payer in any mineral interest con- 
stituted a separate property. How- 
ever, in practice this principle was 
not strictly adhered to and the 
aggregation of several interests into 
one or more economic or operational 
units each of which could be con- 
sidered as one property for purposes 
of percentage depletion, was either 
expressly or tacitly permitted. Ina 
very recent case for instance, de- 
cided under the 1939 law, the Court 
upheld a taxpayer which since 1932 
had consistently combined its sev- 
eral coal interests, operated through 
more than one mine, into one single 
property for percentage depletion 
purposes. The fact that the tax- 
payer had been compelled by the 
Treasury to separate its properties 
in some of the intervening years, 
was declared to be immaterial.*! 

In the 1954 Code a serious effort 
was made to establish uniform 
rules, applicable to all taxpayers, 
as to what constituted a “property” 
and how separate mineral interests 
should be aggregated.» However, 

53 Regs. 118 sec. 39.23(m)-1(i). 


4 Island Creek Coal Co. 30 T.C. — No. 35. 
55 Section 614 of the 1958 Code. 





these new rules proved difficult of 
application and many mine owners 
and operators were of the opinion 
that they resulted in less favorable 
aggregations than those which were 
permitted to them under the old 
law. 

In drafting the 1958 Act, Con- 
gress recognized the widespread 
dissatisfaction with the 1954 rules 
and searched for a new solution to 
the problem which would satisfy 
both the taxpayers and the Treas- 
ury. The Technical Amendments 
Act of 1958°° makes inapplicable for 
all years beginning after December 
31, 1957 the aggregation provisions 
for operating interests imposed by 
the 1954 Act, other than those for 
oil and gas wells. A new set of rules 
is provided for the aggregation of 
such interests. It retains the defini- 
tion of a “‘property’”’ as meaning 
each separate interest owned by the 
taxpayer in each mineral deposit in 
each separate tract or parcel of land. 
It also continues the principle that 
only interests within the bound- 
aries of the same operating unit 
may be aggregated. But instead of 
permitting only one single aggre- 
gation within each operating unit, 
the new law introduces “‘the mine” 
as the new centerpoint for aggre- 
gating and gives the taxpayer the 
choice of combining his separate 
operating interests within any oper- 
ating unit into as many aggrega- 
tions as he might wish, provided 
that each aggregation includes at 


56 Section 37. 
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least one mine and that none of the 
interests, comprising the mine or 
mines included in the aggregation, 
are omitted from such aggregation. 
Once an election has been made to 
form an aggregation of the interests 
which, at the time of the election, 
constituted one or more mines, then 
any interest later becoming a part 
of such mine, must also be included 
in the same aggregation. Each such 
aggregation constitutes a separate 
property for all purposes of income 
tax determinations and any inter- 
ests not aggregated are each to be 
treated as a separate property. With 
respect to “operating unit” and 
“mine” the Senate Finance Com- 
mittee Report states*’ that the 
determination of the taxpayer shall 
not be disturbed in the absence of a 
clear and convincing basis for 
change. 

In addition, the 1958 Act specifi- 
cally permits treating a single min- 
eral interest as more than one prop- 
erty. This division is tied to the two 
conditions that (1) the single inter- 
est is being extracted by means of 
two or more mines, in respect to all 
of which the taxpayer must have 
made expenditures tor development 
or operation and (2) that a proper 
election is timely filed by the tax- 
payer. There are many refinements 
regarding the rules controlling such 
division of a single interest which 
are too elaborate to be discussed 


57 Senate Committee on Finance, Report 
No. 1783, 85th Congress, 2nd Session, p. 174, 





within the scope of this paper.*® 
The elections for aggregating or 
dividing an interest must be made 
not later than whichever of the fol- 
lowing dates is the later: The day 
prescribed for filing the return for— 
(1) the first taxable year beginning after 
December 31, 1957, or 
(2) the first taxable year after acquisition 
of the interest in which any expenditures for 
development or operations were made by 
the taxpayer: 
a) in case of an aggregation, expenditures 
with respect to such interest, or 
b) in case of a breakup of a single interest, 
expenditures with respect to more than one 
mine in such interest. 
Notwithstanding the foregoing 


rules, Code section 614(c)(3)(D), 
added by the 1958 Act, provides 
that the time for making an election 
shall not expire before the first day 
of the first month which begins 
more than 90 days after the date of 
publication in the Federal Register 
of final regulations under section 
614(c). Such regulations have not 
yet been published even in pro- 
posed form. 

It should be noted that the post- 
ponement, by the 1958 Act, of the 
time for making the election from 
the tax return for the year in which 
the first exploration expense is in- 
curred to the tax return for the year 
in which the first development ex- 
pense is made, gives the taxpayer 
the advantage of taking his choice 


58 See Code section 614(c) (2), as amended, 
and Senate Finance Committee Report 
No. 1783 (cited before), pages 59 and 181 
to 184. 
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at a time when he has a better 
knowledge as to the nature of his 
interest. 

If a taxpayer so wishes, he may 
elect to have the 1958 aggregation 
and division rules applied to all 
years beginning after December 31, 
1953 except where those years were 
already closed by the statute of 
limitations on September 2, 1958, 
the date the 1958 Act became effec- 
tive. The requirements with respect 
to the various elections, permitted 
by the new law as well as those un- 
der the 1954 law, are too complex 
to be discussed here in detail. They 
need, however, not only careful but 
also rather immediate attention by 
every taxpayer confronted with 
these involved problems. 

While the above-discussed changes 
refer exclusively to operating inter- 
ests the aggregation provisions deal- 
ing with nonoperating interests also 
underwent certain liberalizing 
changes. While formerly the Treas- 
ury could give its consent only on 
showing of undue hardship, such 
consent now shall be given on a 
showing that tax avoidance is not a 
principal purpose for aggregating. 
Also the tracts in which non- 
operating mineral interests are held 
need no longer be contiguous but 
merely adjacent. Aggregations may 
be allowed as to all mineral interests 
in each separate kind of mineral 
deposit. Formerly, all mineral inter- 
ests in the tract or tracts had to be 
aggregated, even if different kinds 
of mineral deposits were involved. 

Tentatively evaluating the new 


provisions it might be said that 
they provide the taxpayer, in gen- 
eral, with a more varied, better, and 
more informed choice as to how to 
aggregate his separate interests into 
different properties in a manner 
which coincides more closely with 
the economic and technical realities. 
It must be added that, in spite of 
these advantages, they leave a large 
number of old problems unsolved 
and certainly will raise a consider- 
able number of new ones. 


“Taxable” Income from the Property 
The allowance for percentage de- 
pletion can never exceed 50% of the 
taxable income from the property®® 
before allowance for depletion. 
When the 1954 Code changed the 
wording of the law from “net 
income” from the property to read 
“taxable income”’ from the property 
the Committee Report accompany- 
ing the bill stated® that the change 
implied no change but the new 
wording unquestionably supported 
the Treasury’s contention that all 
classes of deductions deductible in 
determining the taxable income 
must be taken into consideration in 
this computation. However, as the 
law requires a limitation based upon 
the taxable income from the prop- 
erty and not just on the taxable 
income of the taxpayer, which 
might be either larger or smaller, 
and as, in the case of taxpayers own- 
ing more than one property, a fair 


59 Code section 613(a). 


60 Senate Finance Committee Report, No. 
1622, 83rd Congress, 2nd Session, p. 330. 
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expense allocation between the prop- 
erties becomes necessary, there re- 
mains a wide field for differences 
of opinion. 

Exploration and development ex- 
penses must be taken into account 
in establishing the limitation even 
if those expenses are deducted under 
the deferment election.*' As to the 
net operating loss deduction, it is 
generally understood that such loss 
carry-over does not diminish the 
current income from the property, 
although the Treasury is currently 
reviewing the propriety of this 
position.” Charitable deductions 
can be disregarded.” Financial 
expenses, on the other hand, even 
if only indirectly connected with 
the mining operations, have been 
held allocable in two recent cases, 
one dealing with the cost of a bond 
redemption, the other with ex- 
penses in connection with receiver- 
ship procedures. 

Expenses related to income not 
includible in the depletion basis 
must not be taken into account.*’ 
However, where nonoperating ac- 


6 Prop. Regs. sec. 1.613—4. 

® Letter ruling dated 12-20-1951, 52 
CCH ¥ 6055. 

68 United States Potash Co., 29 T.C. 
1071 (A) Island Creek Coal Co., 30 T.C. 
No. 35. 

64 St. Louis, Rocky Mountain & Pacific 
R:R. Co., 28 T.C. 28. 
6 C. H. Hughes 

1955-51. 

66 For instance proceeds from sale of scrap. 
Island Creek Coal Co. — see above. 

67 Rev. Rul. 56-433, 1956-2 C.B. 332. 


& Co., TC Memo 


tivities are carried on for the benefit 
of employees connected with the 
mining operations, as, for instance, 
the maintenance of a townsite, the 
loss resulting from this nonoperat- 
ing activity is deductible in deter- 
mining the taxable income from the 
property.*®® 

The most recent difficulties in 
regard to the computation of tax- 
able income from the property are 
found in connection with paragraph 
(4) of subsection 614(c). This pro- 
vision was added by the 1958 Act to 
eliminate the possibility of deriving 
undue tax benefits from the post- 
ponement of the aggregation elec- 
tion from the year of the first explor- 
ation expense to the year of the first 
development expense.**? Such post- 
ponement makes it possible for a 
taxpayer to claim as a tax deduc- 
tion all or part of his exploration 
expenses with respect to a separate 
interest, before such interest be- 
comes a part of an aggregation for 
which percentage depletion is 
claimed. Thus, a beneficial tax 
deduction can be enjoyed in a year 
in which such deduction was not 
also accompanied by the unfavor- 
able effect of reducing the taxable 
income from the property for pur- 
poses of the depletion limitation. 
The new provision enables the 
Treasury to recapture from the tax- 
payer in later years the tax saved 
by him in earlier years through such 
procedure. Although the new rules 


68 American Gilsonite Co., 28 T.C. 194. 
69 See pages 15 and 16. 
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are complicated and cumbersome 
they are basically mechanical in 
nature and, therefore, will not be 
discussed here.’° 


CONCLUSION 


The foregoing discussion does not 
cover all the manifold problems 

7? The technical operation of the new pro- 
vision is explained in detail in the Report of 
the Senate Committee on Finance, No. 1983, 
85th Congress, 2nd Session, pages 176 to 
179. 





which arise in connection with per- 
centage depletion. Numerous addi- 
tional problems could be mentioned 
involving royalty and rental pay- 
ments, bonuses, mineral payments, 
etc., which were not included in this 
paper. Summarizing, it may be said 
that although the principle upon 
which percentage depletion is based 
seems relatively simple, the applica- 
tion of this principle to practical 
situations is by no means simple nor 
certain in administration. 
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Limiting Transferee Liability 


By GEORGE KERN 
(Chicago Office) 


Under some circumstances the 
recipient (or transferee) of money or 
other property may be assessed for 
the federal taxes of the transferor, 
the transferee’s liability being gen- 
erally limited to the value of prop- 
erty received without adequate con- 
sideration. Awareness of the types 
of transactions which most fre- 
quently result in transferee liability 
is important, but more important 
even that that is the recognition 
that the danger is present in all 
acquisitions, for it will probably be 
the unusual rather than the usual 
which will present the real danger. 
Of importance, too, is the realiza- 
tion that in both the usual and un- 
usual, there are steps which can be 
taken which will eliminate or mate- 
rially reduce the danger without 
changing the nature of the trans- 
action. The following discussion is 
intended to illustrate the scope of 
the transferee tax liability danger 
and how it may sometimes be 
averted by very simple steps. 


Distributions to Stockholders: 
Stockholders commonly receive as- 
sets from their corporation as a 
result of a complete or partial 
liquidation, in connection with a re- 
organization, as dividends, in pay- 
ment for services or in payment for 
the use of property. In each case 
the recipient can become liable for 


unpaid taxes of the corporation. In 
most of these situations proper 
arrangement of the form of the 
transaction can substantially mini- 
mize the potential liability. 

If a corporation is liquidated by 
a complete distribution of assets 
subject to outstanding liabilities, no 
funds remain for the payment of 
taxes which accrued prior to liquid- 
ation, but which are assessed at a 
later date. The stockholders are 
liable as transferees, even though 
they may have used all of the funds 
received to pay other corporate 
debts.' Each transferee’s liability 
is limited only by the value of the 
assets he received in the liquidation. 
For this reason either the corpora- 
tion should be kept alive long 
enough to pay its own debts or suffi- 
cient assets should be transferred 
to a liquidating trustee for the pur- 
pose of paying debts. Only the 
excess of assets over liabilities 
should be distributed directly to the 
shareholders, so that their possible 
transferee liability will be limited to 
that amount. A stockholder who 
receives assets of $1,000 subject to 
liabilities of $700 is exposed to a 
transferee liability of $1,000. If the 
corporation or a liquidating trustee 
pays the debts, the potential liabil- 
ity is lowered to $300. 


1 Estate of L. E. McKnight, 8 T.C. 871. 
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A slight change in the form of a 
reorganization can eliminate the 
possibility of transferee liability 
without affecting the stockholders 
in any other way. This can be illus- 
trated by comparing two situations 
in which corporations were parties 
to a merger. In one case the shares 
of the surviving corporation were 
transferred directly to the stock- 
holders of the disappearing corpora- 
tion? while in the other case the 
stockholders received their stock by 
a transfer from the disappearing 
corporation.* The visible results to 
the shareholders were the same, but 
transferee liability was imposed 
only in the latter case. 

If dividends are paid to stock- 
holders and the payment causes the 
corporation to become insolvent, 
ihe stockholders are liable, as trans- 
ferees, for later determined tax 
deficiencies applicable to periods 
preceding the dividend payment.’ 
This is also true where payments 
are made to stockholders which 
might be construed to be dividends, 
such as excessive salaries® or rents.° 
The extent of the liability is deter- 
mined by the total distribution 
received and not by the amount by 
which the payments rendered the 


2B. F. Fairless v. Com’r, 67 Fed (2nd) 
475. 

3 Vendig v. Com’r, 229 Fed (2nd) 93; 
contra, Bates Motor Transport Lines, Inc. 
v. Com’r, 200 Fed (2nd) 20. 

‘ Scott v. Com’r, 117 Fed (2nd) 36. 

5 Smith v. Com’r, 184 Fed (2nd) 1011. 

6 Com’r v. Western Union, 141 Fed (2nd) 
774, cert. den. 322 U. S. 751. 





transferor insolvent.’ This suggests 
that if a corporation is threatened 
by insolvency, and there is any pos- 
sibility that additional tax liabili- 
ties might be assessed, dividends or 
payments which might be construed 
as such should be minimized or 
eliminated. If this is done, the tax 
collector may seek payment only 
from the corporate assets. If those 
assets are insufficient to satisfy the 
tax liability, it becomes uncollect- 
ible. If, however, the stockholders 
receive dividends, they will be taxed 
on the dividend income and then 
might be called upon at a later date 
to satisfy the corporate tax liability 
to the extent of the total dividend 
received. 


Liability Created by Contract: In 
many purchases of businesses, the 
purchaser agrees, by contract, to 
assume all or a portion of the 
liabilities of the seller. It has been 
held that the Government is a third 
party beneficiary to such a contract 
and is therefore entitled to collect 
unpaid tax liabilities trom the pur- 
chaser, whether assessed before or 
after the sale, so long as they accrued 
prior to or at the time of the sale. 
There might be a question whether 
the purchaser, in such a case, is pri- 
marily liable as a promisor or sec- 
ondarily liable as a_ transferee. 
Under either view, though, the gov- 
ernment can enforce collection. The 
key to the problem of protecting the 


7 Scott v. Com’r, supra. 


’ American Equitable Assurance Co. of 
N. Y., 27 BTA. 2487. 
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purchaser from unknown tax defi- 
ciencies is in the wording of the 
contract. An agreement under 
which assets are acquired, and in 
which it is agreed that the trans- 
feror’s ‘“‘debts’” will be paid, has 
been construed to result in trans- 
feree liability for federal taxes due 
for years prior to the transfer, even 
though not assessed until a later 
date.* On the other hand, where the 
contract specifically enumerated the 
liabilities being assumed, it was 
held that liability was limited to 
those amounts.'® If the intent of 
the parties is to limit the purchas- 
er’s liability, the contract should be 
carefully drawn so as to express 
that intention. 


Liability Created by State Law: 
State statutes impose a liability 
upon transferees for a transferor’s 
debts in certain types of transac- 
tions. For example, Illinois statutes 
provide that a surviving or new cor- 
poration in a merger or consolida- 
tion is responsible and liable for the 
liabilities and obligations of the cor- 
porations merged or consolidated." 
The statute also grants a creditor 
the right to proceed directly against 
a purchaser who fails to comply 
with the provisions of the Bulk 
Sales Act.'? Other states have simi- 


' California Iron Yards Corporation 
Com’r, 82 Fed (2nd) 776. 

10 Mercantile Home Bank & Trust Co. 
U. S., 96 Fed (2nd) 665, cert. den. 305 U. S. 
612. 

" [1l. Rev. Stat., Ch. 32, Sec. 157.69(e). 

2 ll, Rev. Stat., Ch. 12114, Sec. 80(a). 


lar provisions in their statutes. The 
federal government has taken 
advantage of these provisions in the 
collection of unpaid taxes.!* 

Recognition of the fact that this 
remedy is available against the 
transferee and of the need for com- 
pliance with Bulk Sales and similar 
statutes will aid the taxpayer and 
his advisors when they turn to the 
transferee liability question at the 
time some substantial acquisition is 
being considered. 


Purchase for Less Than Adequate 
Consideration: A purchaser who 
pays full, fair and adequate consid- 
eration for assets received incurs no 
liability for the unpaid tax liabili- 
ties of his vendor, unless he becomes 
subject to those liabilities because 
of a contract or State statute. This 
is true whether or not the seller is 
insolvent at the time of the transfer. 
The burden of proving the adequacy 
of the consideration may be placed 
upon the transferee,'* however, and 
this can cause a problem in any 
transaction where payment is made 
in property which does not have a 
readily determinable value. The 
familiar problem of valuing real 
estate, securities of closely-held cor- 
porations, manufacturing assets and 
the like in estate, gift and other tax 
areas can be of importance in deter- 
mining transferee liability as well. 
The usual tools used in solving the 


3 Oswego Falls Corporation v. Com’r, 
71 Fed (2nd) 673; U. S. v. Goldblatt Brothers, 
Inc., 128 Fed (2nd) 576. 


4 Newcomb, 23 T.C. 954. 





valuation question in other tax areas 
are equally as useful in connection 
with the transferee question. The 
prudent purchaser who proposes to 
pay for his acquisition in property 
will obtain contemporaneous ap- 
praisals or bids on both the property 
being acquired and the property 
being used for payment to forestall 
any later allegation in a transferee 
preceding that adequate consider- 
ation was not given. 


Donees: Recipients of gifts are 
parties to a transfer without full 
consideration and therefore can be 
held liable for the unpaid income 
tax liabilities of their donors if the 
gifts were made at a time when the 
donor was insolvent or if the trans- 
fer caused insolvency.'® In addi- 
tion, the Internal Revenue Code 
imposes a liability on the donee for 
gift tax due from the donor on any 
gift he may have made in the same 
calendar year without regard to any 
question of his solvency.'® The 
donee’s liability for unpaid taxes of 
any kind is limited to the value of 
the gift received,'’ but interest from 
the date of transfer may be 
assessed.'® In addition to the fact 
that interest may result in a pay- 
ment exceeding the amount of the 
gift received, it is important to 
note that because liability is based 


15 Wilson v. U. S., 100 Fed (2nd) 552. 

Section 6324(b) of the Internal Revenue 
Code of 1954; Reg. Sec. 301. 6324-1(b). 

17 Gruen, 1 T.C. 130. 


18 Cappellini, 16 B.T.A. 802; compare 
Vass v. Wiseman, 234 Fed (2nd) 237. 
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on values at the date of gift, a 
decline in the value of the gift sub- 
sequent to the time of receipt may 
require that the donee satisfy a 
transferee liability from personal 
funds. These possibilities suggest 
that a recipient of a gift would be 
well advised to at least make some 
search and inquiry as to his donor’s 
actual or potential tax liabilities 


and treat the gift property ac- 
cordingly. 
Heirs, Devisees, Legatees: The 


Code imposes personal liability upon 
the transferees of property from an 
estate, for any unpaid estate taxes.!9 
If it is determined that the income 
taxes of either the decedent or his 
estate have not been fully paid and 
the estate is closed or distributions 
have reduced available assets so 
that the tax liability cannot be 
satisfied, the heirs, devisees or 
legatees can be held as transferees, 
to the full extent of amounts re- 
ceived.2° The same caveat sug- 
gested for donees is in order. The 
estate beneficiary should make sure 
that the tax collector has been satis- 
fied before he assumes that his 
inheritance is his to do with as he 
chooses. 


Life Insurance Beneficiaries: Two 
recent decisions”! of the Supreme 
Court have clarified some of the 

19 Section 6324(a) (2) of the Internal Reve- 
nue Code of 1954. 

20 Drake, 30 B.T.A. 475. 


21 Com’r v. Stern, Sup. Ct., June 9, 1958; 
U. S. v. Bess, Sup. Ct., June 9, 1958. 
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questions regarding the transferee 
liability of a beneficiary of life in- 
surance proceeds. Unless a lien for 
unpaid taxes has been perfected 
during the decedent’s lifetime, no 
liability as transferee can be im- 
posed upon a life insurance benefi- 
ciary if the law of the State grants 
an exemption to him from credit- 
or’s claims. Most states have such 
exemption provisions. This makes 
it possible to exclude insurance pro- 
ceeds from the assets which can be 
reached for the purpose of satisfying 
the decedent’s tax liabilities merely 
by making the wife or other family 
member the beneficiary instead of 
the estate. 


Taxes Other Than Income, Estate 
or Gift Taxes: The Internal Reve- 
nue Code of 1954 broadened the 
scope of the prior Code provisions 
dealing with transferee liability by 
including a new paragraph dealing 
with taxes other than income, estate 
or gift taxes.** All taxes imposed by 


the Code are now covered so that 
excise and employment taxes, for 
example, are included. The govern- 
ment may now assess and collect 
such taxes from certain transferees 
in the same manner as income, 
estate and gift taxes. Previous to 
this statutory change, any collection 
proceeding against transferees was 
possible only under laws generally 
available to creditors. This new 
remedy is available only where the 
transfer of assets occurred as the 
result of a liquidation of a partner- 
ship or corporation, or in a reorgan- 
ization as defined in the income tax 
provisions of the Code. This change, 
while it may not increase the liabili- 
ties which can be asserted against 
transferees, does increase the likeli- 
hood of their being held answerable 
for their transferors, because of the 
ease with which the government 
can now proceed. 


22 Section 6901 (a) (2) of the Internal Reve- 
nue Code of 1954. 
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Transfers of Income Producing Property 
to Save Estate Taxes 


By RICHARD L. DENNEY 
(Hartford Office) 


There are many advantages in 
making lifetime transfers of prop- 
erty, one of which is the tax savings 
which may be obtained. An indi- 
vidual is permitted to escape income 
and estate taxes on property which 
he gives away if he does not retain 
too many strings or exercise too 
much control over such property 
subsequent to the gift. However, 
if he gives enough property away, 
he is liable for a gift tax. Since the 
gift tax rates are graduated, and 
each bracket is lower than the corre- 
sponding bracket for estate taxes, a 
proper amount of gifts can effect 
overall tax savings. 

While the safest method of remov- 
ing income-producing property from 
an individual’s estate with the in- 
come therefrom taxed to another 
person is to make an outright gift 
of the property to an adult donee, 
even this form of transfer may not 
be effective if made within three 
years of death and in contemplation 
of death. Furthermore, it may not 
always be desirable to use this form 
of transfer. The donor may wish to 
retain some control over the prop- 
erty. This control which he retains 
may cause him to lose tax benefits 
which he thought he had gained. 

Separate sections of the Internal 
Revenue Code establish rules gov- 
erning whether a transfer is effective 


(1) to make future income taxable 
to the donee, (2) to be recognized 
as a completed gift for gift tax pur- 
poses and (3) to eliminate the prop- 
erty from the estate of the donor. 
The fact that a transfer is recog- 
nized as a completed gift does not 
necessarily mean that the value of 
the property will not be subjected 
to estate tax in the donor’s estate. 
Nor does it mean that the donor 
will not be taxed on the income 
from the property. Each of the 
various sections must be examined 
to determine the effect of each tax. 

One basic rule is that ordinarily 
an individual cannot escape taxes on 
income which is earned by him prior 
to the time of the gift. A gift of the 
right to receive income previously 
earned which is to be received in 
the future may be effective to con- 
stitute a gift for gift tax purposes 
but the income will still be taxed to 
the donor. 

Even when it comes to the assign- 
ment of the property which pro- 
duces the income, the future income 
may be taxable to the assignor if he 
retains sufficient power and control 
over receipt of income to make it 
reasonable to treat him as the recipi- 
ent of the income for tax purposes. 

Although this control is found 
quite often in the areas of trusts and 
corporations, it also arises in other 
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areas, especially in intra-family 
assignments of property where the 
assignor has retained rights of con- 
trol, management, use or exploita- 
tion of the property so that the 
assignee has received substantially 
less than full ownership. The man- 
agement of property alone by the 
assignor is not conclusive evidence 
of this control. If it can be shown 
that the management is for the 
exclusive benefit of the assignee, the 
income would be taxable to the 
assignee. A detailed discussion of 
the extensive and complex Internal 
Revenue Code provisions in this area 
is outside the scope of this article. 

The different methods of taking 
title to joint interests have different 
income, gift and estate tax conse- 
quences. These differences often 
arise when an individual purchases 
property to which title is taken 
jointly with another person. Little 
difficulty exists when title is taken 
by two persons as tenants in com- 
mon since each person owns a one- 
half interest in the property and 
upon the death of each, the one- 
half interest passes to his heirs, 
legatees or devisees. If one tenant 
pays the full purchase price, he has 
made a gift as of the date of pur- 
chase of one-half of the value of the 
property, the income from the prop- 
erty is taxable one-half each to the 
donor and donee and only the one- 
half interest retained by the donor 
will be included in his taxable estate. 
However, where a right of survivor- 
ship is involved, many complications 
may arise. 


Transfers in Joint Names with Right 
of Survivorship: 

The income tax consequences of 
taking title in joint names with right 
of survivorship depends upon the 
rights given to such tenants by 
state law. Where joint income tax 
returns are filed by a husband and 
wife holding property in joint 
names with right of survivorship, 
few problems are encountered while 
they are both living. However, if 
separate returns are filed or the 
joint owners are not husband and 
wife, it becomes important to deter- 
mine the portion of income to be 
reported by each. Income from 
property held as tenants by the 
entirety can be reported one-half 
by each spouse in most states. 
However, in a few states, such as 
Massachusetts and North Carolina, 
the income is taxable to the hus- 
band alone. Under the common law 
rule in effect in those states the hus- 
band is entitled to the full use of 
the estate and the income therefrom 
during the existence of the marital 
relation. 

In most states, where property is 
held as joint tenants, each joint 
tenant is entitled to his or her share 
of the rents and profits derived from 
such property and consequently 
entitled to report the same propor- 
tionate part of the income. 

In considering the gift tax impli- 
cations of transfers in joint names 
with right of survivorship, four cate- 
gories of property must be con- 
sidered: 
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(1) Real property held jointly by husband 
and wife. 

(2) Joint bank accounts. 

(3) U. S. Government savings bonds. 

(4) All other property. 

Real Property: 

The 1954 Code added a section 
which provides that where a ten- 
ancy by the entirety or joint tenancy 
between husband and wife with 
right of survivorship is created in 
real property or additions are made 
to the value of such property by 
improvements, no gift will be con- 
sidered to have been made unless 
the donor elects to have the creation 
of the tenancy treated as a gift. The 
donor in such a case is the person 
who pays a larger amount of the 
purchase price than the interest 
which he receives. 

Whether or not an election is 
made to treat the creation of such a 
tenancy as a gift, upon its termina- 
tion by any method other than by 
the death of either spouse, a gift 
may be effected depending on the 
disposition of the proceeds. The 
election to treat such a creation as a 
gift affects the amount of the con- 
tributions of the parties. 

Assume that a man buys a resi- 
dence in 1956 and puts the property 
in the names of himself and his wife 
as tenants by the entirety. He does 
not elect to treat the transaction as 
agift. In 1958, the house is sold. If 
he retains the entire amount, no gift 
results whether in 1956 or in 1958. 
If a portion of the proceeds is taken 
by the wife, a gift results in 1958. 





Suppose at the time of buying the 
house the husband elects to treat 
the transaction as a gift. He pays a 
gift tax based on the actuarial value 
of his wife’s interest. Upon termina- 
tion, if the husband and wife each 
take their actuarially calculated 
share of the proceeds, no gift will 
result. If different proportions are 
taken, a gift results measured by 
the difference between the amount 
taken and the value of the interest 
at the time of the sale. 

No termination of a tenancy is 
considered to have occurred if (1) 
there is no division of the proceeds, 
2) on the date of filing the gift tax 
return for the year in which the 
property was sold, exchanged or 
otherwise disposed of, the spouses 
have made a contract to purchase 
other property and (3) within a 
reasonable time after the date of 
the contract, real property is actu- 
ally acquired and held by them in 
identical tenancy. 

Where the spouses intend to 
purchase another piece of real prop- 
erty in the future but do not want 
to enter into a binding contract 
before the due date for filing the 
gift tax return, they should either 
divide the proceeds on the basis of 
the contributions to the original 
purchase price or they could place 
the funds in a joint bank account. 
If placed in a joint bank account, 
each spouse is presumed to have 
received proceeds equal in value to 
his or her enforceable property 
rights in respect of the proceeds. 
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Joint Bank Accounts: 


No gift is completed upon the 
creation of a bank account in joint 
names even though one person fur- 
nished the entire funds. A gift 
occurs only when a party who has 
not furnished the funds withdraws 
such funds and uses them for his 
own benefit. 


U. S. Savings Bonds: 


No gift is completed when a per- 
son buys a United States savings 
bond and registers it in his own 
name and that of another indi- 
vidual. A 1941 Mimeograph states 
that in such a case there is no gift 
unless and until the purchaser al- 
lows the other individual to redeem 
and retain the proceeds. A later 
revenue ruling, however, modified 
this only to the extent that if the 
bond is reregistered in the sole name 
of the donee, a gift is completed. 
The basis of this position seems to 
be the facts that actual ownership 
and interest in the bond must be 
shown on the face of the bond, the 
registration is conclusive of such 
ownership and interest and the 
bonds are nontransferrable. Since 
survivorship goes along with such 
registration, even though the person 
furnishing the purchase price gives 
the bonds to the other person, if he 
survives that person, he is the only 
person who can collect the proceeds. 

In a recent Court of Appeals case 
involving the taxability of U.S. sav- 
ings bonds in the estate of the per- 
son who had transferred possession 


with the intent to make a gift to 
the other registered owner, the court 
held that a valid gift had been made 
and the value of the bonds was not 
includible in the purchaser’s estate.! 

This case was decided last Sep- 
tember and there has been no indi- 
cation of an appeal. Although the 
Treasury position has been that 
there is no gift unless and until the 
purchaser either reregisters the bond 
or allows the other individual to 
redeem and retain the proceeds, this 
case may cause a reappraisal of 
that position. 


Other Property: 


In all other situations, the cre- 
ation of a joint tenancy or tenancy 
by the entirety by use of the funds 
of one individual results in a gift. 
If the tenancy created is that of 
joint tenants which under state law 
can be severed by either party act- 
ing alone, one-half of the value ot 
the property will be considered to 
have been given by the person who 
furnishes the purchase price. If-title 
is taken by a husband and wife as 
tenants by the entirety with no 
right of severance, except by mu- 
tual consent, the value of the gift 
is determined by an actuarial calcu- 
lation based on the two lives. 

Estate taxes may also be payable 
even though the gifts have been 
completed. If one tenant pays the 
entire purchase price, upon his 
death, the entire value of the prop- 
erty is includible in his estate for 


1 Silverman v. McGinnes CA-3 9/17/58. 








estate tax purposes. Conversely, no 
part of the property would be in- 
cluded in the estate of the other 
tenant if he dies first—as long as it 
can be proven that he made no 
contributions. 


Custodianship: 


Revenue Ruling 57-366 sets forth 
the rule that a transfer to the donor 
as custodian for a minor under the 
model custodian act enacted by 
many states constitutes a com- 
pleted gift subject to gift taxes. A 
transfer in this manner irrevocably 
conveys to the minor an indefeas- 
ibly vested legal title to the securi- 
ties. It is a present gift, not a future 
interest, and the donor is entitled to 
the $3,000 annual exclusion. The 
income is taxable to the minor un- 
less it is used in the discharge or 
satisfaction of a legal obligation of 
any person to support or maintain 
the minor. Under these circum- 
stances the income will be faxable 
to the person whose legal obligation 
is satisfied. However, Revenue Rul- 
ing 57-366 points out that if the 
donor acts as custodian and dies 
before the minor reaches the age of 
21, even though the minor has an 
indefeasibly vested legal title, the 
property will be includible in the 
donor’s estate as a “revocable 
transfer’’ under Section 2038(a) (1). 
This may appear unusual since the 
donor has no right actually to 
revoke such a transfer. 

Section 2038(a)(1) provides that 
the estate shall include the value of 
any property of which the decedent 
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has at any time made a transfer, but 
trust or otherwise, where the enjoy- 
ment thereof was subject at the 
date of his death to any change 
through the exercise of a power by 
the decedent to alter, amend, revoke 
or terminate. Under the model cus- 
todian act, the custodian is author- 
ized to apply as much of the income 
and principal as he may, in his sole 
discretion, deem advisable for the 
support, maintenance, education, 
general use and benefit of the minor, 
without regard to the duty of any 
person to support the minor and 
without regard to any other funds 
which may be available for such 
purposes. The custodian when he 
accepts the property is deemed to 
have adopted these provisions of 
the act. Even though the donor has 
retained no right to reinvest any of 
the property or its income in him- 
self, he has retained such a strong 
hold over the enjoyment, i.e., the 
right to either accumulate or expend 
the income for the minor or to ter- 
minate the custodianship completely 
by expending the entire principal, 
that the value of the property held 
by him as custodian at the time of 
his death prior to the minor reach- 
ing 21 will be included in his estate. 

What if a donor transfers prop- 
erty to her husband as custodian for 
their minor child? The transfer is 
subject to gift tax and the income 
will be taxable to the minor child 
unless it is used in the discharge or 
satisfaction of the legal obliga- 
tion of the father for support. If so 
used, it would be taxable to the 
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husband custodian. What about the 
estates of the donor and her hus- 
band? The donor has made an effec- 
tive transfer of all her rights in the 
property and therefore its value will 
not be includible in her estate. Her 
husband as custodian has the same 
powers over the property which 
he would have had had he been the 
donor. However, Section 2038 (a) (1) 
only operates to include property in 
the estate of the transferor and such 
property would not be includible in 
the estate of the donor’s husband 
as custodian. 


Basis: 


In the past, one of the disadvan- 
tages of making taxable gifts has 
been that the recipient of the prop- 
erty was generally required to use 
the same basis for gain or loss on 
disposition, and for depreciation, 
depletion, etc., as used by the donor 
and no income tax benefit was re- 
ceived by anyone for the amount of 
gift taxes paid. 

A provision of the Technical 
Amendments Act of 1958 overcomes 
this disadvantage to some extent in 
cases where the fair market value 
on the date of the gift exceeds the 
donor’s basis. However, in cases 
where the donor’s basis is equal to 
or exceeds the fair market value on 
the date of the gift, the disadvan- 
tage will still exist. 

The Act provides generally for the 
addition of all or a portion of the 
gift tax paid on the transfer to the 
donor’s adjusted basis. The pro- 
vision will permit the donee to in- 


crease the donor’s adjusted basis for 
determining gain or loss on sale, and 
for depreciation, depletion, etc., by 
the amount of gift tax paid on the 
transfer (regardless of who pays the 
tax) up to the fair market value on 
the date of the transfer. If the 
adjusted basis of the donor is in 
excess of such fair market value, no 
increase is permitted for gift tax 
paid. The donee’s basis therefore 
will be the same as that of the donor 
for determining gain on sale, and for 
depreciation, depletion, etc.,and will 
be fair market value for determin- 
ing loss on sale, the same as under 
prior law. The new provision is 
effective for all transfers made on 
or after September 2, 1958. 

The Act also provides for a simi- 
lar increase in the donor’s adjusted 
basis for property acquired by gift 
prior to September 2, 1958, if it has 
not been sold, exchanged or other- 
wise disposed of before that date. 
The increase is added as of Septem- 
ber 2, 1958 and is limited in amount 
to the difference between the do- 
nor’s adjusted basis and the fair 
market value of the property on 
the date of the gift. 

The enactment of these new rules 
means that many individuals will be 
required to re-examine the basis of 
assets which they still hold which 
were received by gift. Larger depre- 
ciation, depletion and other deduc- 
tions may be allowable during 1958 
and future years as well as decreased 
gains on future sales. 

Assume that on January 1, 1954, 
A gave B an apartment building 








with an adjusted basis of $20,000 
and a fair market value of $100,000, 
and that he paid $10,000 gift tax 
attributable solely to this gift. B’s 
basis for depreciation for the period 
from January 1, 1954 to the date of 
the enactment of the Act would be 
$20,000 (the donor’s adjusted basis). 
If at the time of the gift the building 
had a remaining useful life of 20 
years, B would be entitled to depre- 
ciation at the rate of $1,000 per 
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year if he adopted the straight-line 
method. On September 2, 1958, B 
would have an adjusted basis of 
$25,333 (donor’s basis of $20,000 at 
date of transfer, less depreciation of 
$4,667 for the period January 1, 
1954 to September 2, 1958 plus 
$10,000 gift tax paid). After that 
date B will be entitled to deprecia- 
tion at the rate of $1,652 per year 
(new basis of $25,333 divided by 
remaining life of 15 1/3 years). 
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The Use of the Trust in Estate Planning 


By JEROME HALPERIN 
(Detroit Office) 


This article will deal with some 
of the uses of the revocable and the 
irrevocable intervivos trust, as a 
tool in estate planning. 


THE REVOCABLE INTERVIVOS TRUST 


An intervivos trust is one created 
by a settlor during his or her life- 
time. The revocable intervivos trust 
that will be discussed is one in which 
the settlor alone has the power to 
revoke and in which the effect of his 
revocation is to procure the return 
of the property to himself. 

The impact of federal income, gift 
and estate taxation on a person’s 
estate is substantially the same 
whether he disposes of his property 
by a will or by a revocable inter- 
vivos trust. If a revocable inter- 
vivos trust is established, the in- 
come from the trust property is 
attributable to the settlor for fed- 
eral income tax purposes whether 
the income is paid to him, retained 
in the trust or turned over to some- 
one else.! No gift is made by the 
settlor so far as the federal gift tax 
is concerned, except to the extent 
that the income or the corpus of 
the trust is in fact paid to another. 
On the settlor’s death, the value of 
the trust property is included in his 
gross estate for federal estate tax 
purposes.” 

1 Internal Revenue Code of 1954 (herein- 


after cited I.R.C.) sections 676, 677. 
2 1T.R.C. 2038. 


However, there are many uses cf 


the revocable intervivos trust in 
estate planning aside from tax 
saving: 


(1) In most states the revocable inter- 
vivos trust may be used as a means of dis- 
posing of property at death. For example, 
it may provide a way of circumventing the 
widow’s marital rights. 


(2) The revocable intervivos trust may 
be used to obtain expert management of 
property during the owner’s lifetime. A 
person may not have the time, in view of 
his business responsibilities, for the investi- 
gations which may be essential if he is to 
make intelligent decisions as to the sale and 
purchase of securities. His background and 
experience may be such that he will not 
comprehend fully the economic significance 
of various factors which will! be revealed by 
an investigation of various securities even if 
he has the time available. He may want to 
be relieved of the act of management of his 
securities so that he can retire and enjoy 
himself. A revocable intervivos trust can be 
used in these circumstances. 


(3) A revocable intervivos trust can be so 
drawn that the settlor’s death causes no 
interruption in the management of the trust 
property. When a person disposes of his 
property by will, the management of his 
property inevitably shifts on his death to his 
personal representative. When the period 
of administration ends, the management 
again shifts to the distributee. This fre- 
quent changing of the managerial head 
involves considerable work that is avoided 
by setting up a revocable intervivos trust 
under which the trust property is subject to 
only one managerial arrangement for the 
duration of the trust. 


(4) When a settlor of a revocable inter- 
vivos trust dies the trustee normally can 
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proceed without any delay to pay income 
and principal to the designated beneficiaries 
in accordance with the terms of the trust. 
When property is disposed of by will, there 
is the inevitable delay of having the executor 
appointed. After the executor is appointed, 
frequently he cannot make distributions of 
any significance to the beneficiaries until the 
end of the period of administration. This 
period may run a year or longer. 


(5) When a person disposes of his prop- 
erty by will various probate expenses are 
inevitable. There are executor’s fees, at- 
torney’s fees, accountant’s fees, and ap- 
praiser’s fees. Executor’s fees are normally 
based on the size of the probate estate; 
attorney’s fees may be similarly based. The 
property placed in a revocable intervivos 
trust is not a part of the settlor’s probate 
estate, when the trust is to continue after 
the settlor’s death, or when the property in 
the trust is to be distributed on the settlor’s 
death directly to designated beneficiaries. 
Thus, the executor’s fees and attorney’s fees 
may be reduced if the property is placed in 
a revocable intervivos trust. Offset against 
such reduction will be the fees to the trustee 
of the intervivos trust and the expense of any 
court accountings submitted by the trustee. 


(6) If the assets owned by a person are 
located in several states ancillary adminis- 
tration may be necessary with its resultant 
cost and delays. If property is movable, it 
can be brought to the state of domicile and 
ancillary administration can be avoided. 
However, even though the property is mov- 
able, it may be undesirable under all circum- 
stances to bring it to the state of domicile, 
or the property may be immovable, such as 
land. In these cases a revocable intervivos 
trust may be established and the property 
transferred to the trustee. In this way, when 
the settlor dies, no ancillary administration 
will be necessary because the property placed 
in trust will not be subject to probate 
administration. 


(7) The revocable intervivos trust can be 
used to avoid notoriety as to dispositive 


arrangements. The property placed in a 
revocable intervivos trust which is to con- 
tinue after the settlor’s death is not included 
in the probate inventory. Furthermore, the 
instrument which creates the revocable in- 
tervivos trust usually does not have to be 
filed in any public place. Thus a person can 
normally keep from the knowledge of the 
general public the amount of property placed 
in the revocable intervivos trust, as well as 
the terms of disposition provided therein. 


(8) The revocable intervivos trust comes 
into being without the intervention of any 
court, and will not become subject to any 
court orders unless it is brought into the 
court by the trustee or a beneficiary for 
some reason. A trust created under will, is 
brought into being by a court and is from 
the beginning under court supervision. It is 
a court trust. A noncourt trust has more 
freedom in regard to rendering accounts and 
other matters concerned with the adminis- 
tration of the trust than a court trust. 


(9) A revocable intervivos trust is gener- 
ally thought to be less likely to be upset 
under attack than a will. When a will is 
attacked on the ground of undue influence 
or lack of mental capacity, the attack comes 
after the testator is dead and unable to 
defend himself against the statements wit- 
nesses will make about his peculiarities. If 
a revocable intervivos trust is attacked on 
the ground of undue influence or lack of 
mental capacity, the settlor will be available 
to defend himself if the attack comes during 
his lifetime, and if it is postponed until he 
dies, it will be made on an arrangement 
which has been in operation for a period of 
time, and should be more difficult to upset 
than a will which would have had no period 
of operation when the attack is made. 


(10) A settlor may be able to choose the 
state under which he wishes his estate to be 
governed by creating a revocable intervivos 
trust and specifying the state therein. 


(11) Some states, such as New York, have 
statutes which limit the amount of property 
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that can be given to charity by will.’ How- 
ever, it appears that usually a charitable 
disposition contained in a revocable inter- 
vivos trust is valid where the same charitable 
disposition if contained in a will would be 
invalid. 

(12) Property transferred to a revocable 
intervivos trust by a grantor who acted in 
good faith and was solvent when the transfer 
was made may, in some jurisdictions, be free 
from the attacks of the grantor’s future 
creditors.‘ 

When dealing with an individual 
who is unfamiliar with the trust 
device it may be advisable to forego 
tax savings at the outset and create 
a revocable trust. After the trust 
has been in operation and the settlor 
has become familiar with its opera- 
tion the power to revoke can be 
released and tax savings can be 
realized. 


THE IRREVOCABLE TRUST 


The irrevocable trust will be dis- 
cussed in two categories, the long- 
term intervivos trust and the short- 
term intervivos trust. 

The long-term irrevocable inter- 
vivos trust is defined herein as a 
trust created during the settlor’s 
life which will last for a period ex- 
tending beyond his life. Usually 
when an irrevocable intervivos trust 
is created, the settlor has two tax 
objectives—first, that the income 
from the trust property not be 

‘New York Decedents Estate Law, sec- 
tion 17 as amended by L. 1936 Ch. 288 eff. 
April 6, 1936. 

‘For a complete discussion of these uses, 
see Casner, A. James, Estate Planning, 


Second Edition, Little Brown, and Co., 
Boston, 1956. 
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attributable to him and _ second, 
that the value of the trust property 
be eliminated from his gross estate. 
The cost of achieving these object- 
ives is frequently the payment of a 
federal gift tax. However, there 
are other nontax reasons for cre- 
ating this type of trust: 


(1) The settlor may desire to protect 
himself against his own indiscretions. A 
trust under which a settlor retains the right 
to the income for his life, which cannot be 
revoked by him alone, or cannot be revoked 
at all prevents him from dissipating the 
principal on indiscreet adventures. 

(2) The irrevocable intervivos trust may 
be created to make a dependent financially 
independent. If the settlor is supporting the 
dependent, tax savings may also result by 
shifting income from a high tax bracket to 
a lower tax bracket. This will be discussed 
more fully under the short-term trust. 

(3) The irrevocable intervivos trust may 
be created to protect the family of the settlor 
against his financially hazardous business 
ventures. He may want to make provision 
for his dependents so that they will not 
suffer if the business ventures do not turn 
out as he hopes. 

(4) After the settlor’s death the trust can 
remain in existence and the trustee can 
manage the property for the surviving widow 
and children. This professional management 
will provide safety and security for a sur- 
viving family. 

Returning to the tax considera- 
tions, the long-term intervivos trust 
is one of the most effective devices 
for reducing the federal estate tax. 
If the proper precautions are taken® 


° In general these precautions are: 


a. The trust should be irrevocable. 


I.R.C. 2038. 
b. The settlor should not retain a power 
I.R.C. 2038. 


to amend the trust. 








a transfer to this type of trust will 
remove property from the settlor’s 
estate and thus reduce the estate 
tax. Although a gift tax may have 
to be paid on the transfer, in most 
cases there will be an overall tax 
saving. The gift tax provides a 
$30,000 lifetime exemption® and a 
$3,000 annual exclusion.’ In addi- 
tion the gift tax rates are only 
three-quarters of the estate tax rates 
and any property transferred during 
life will be removed from the set- 
tlor’s top estate tax bracket to his 
lowest gift tax bracket. 

For example, assume a person 
has a taxable estate of $500,000. 
The federal estate tax would be 
approximately $145,000 before the 
state tax credit. A gift of $100,000 
to a trust which would remove the 
property from his estate would be 
subject to a gift tax of approxi- 
mately $9,000 assuming utilization 
of both the $30,000 exemption and 
one $3,000 exclusion. However, by 
removing the $100,000 from the 


c. The settlor should not retain power 
to change the beneficial enjoyment 
of the income or principal of the 
trust. I.R.C. 2041. 


d. The trust should not terminate on 
the settlor’s death or within a period 
measured by his death. I.R.C. 2037. 

e. The settlor should not retain a life 
estate in the trust. I.R.C. 2036. 


®6I.R.C. 2521. This amount could be 
doubled by having the spouse join in the 
return. 

71.R.C. 2503(b). This amount could be 
doubled by having the spouse join in the 
return. 
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estate the federal estate tax is 
reduced to $113,700 a saving of 
$32,000 or a net saving after the 
gift tax of $23,000. 

In states that have the common 
law rule against perpetuities (lives 
in being plus 21 years) property 
transferred to a long-term trust can 
be kept out of more than one estate 
and thus avoid subsequent estate 
taxes. For example, if a person 
transfers property to a long-term 
trust creating a life estate for his 
wife, at his wife’s death, a life estate 
for his son, and at his son’s death to 
his son’s children, the property will 
not be included in either his estate, 
his wife’s estate or his son’s estate 
for federal estate tax purposes. 


THE SHORT-TERM INTERVIVOS 
TRUST 

The short-term intervivos trust is 
defined herein as a trust that is irre- 
vocable, created during the lifetime 
of the grantor, and will terminate at 
or before the death of the benefi- 
ciary, which may occur either before 
or after the death of the grantor. 

One common use of the short- 
term trust is to shift income from a 
high income tax bracket to a lower 
income tax bracket for a _ short 
period of time. If a high bracket 
taxpayer is annually giving money 
to a person in a lower bracket, such 
as a parent, the actual cost of the 
gift may be substantially reduced 
by creating a trust to last during 
the parent’s lifetime with reversion 
to the settlor. The value of the 
limited interest in the parent is a 
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gift for federal gift tax purposes and 
the value of the reversionary inter- 
est is included in the settlor’s gross 
estate for federal estate tax pur- 
poses. However, there may be sub- 
stantial income tax savings if the 
transfer is made. 

For example, if the settlor is in 
the 75 per cent bracket and contrib- 
utes $750 a year to his mother, get- 
ting no income tax benefit there- 
from in the form of a dependency 
or medical deduction, he must earn 
$3,000 in order to have funds avail- 
able for the annual gift. If he cre- 
ated a short-term trust for his 
mother transferring income produc- 
ing property that produces $1,000 
of income each year, the trust in- 
come would satisfy his $750 a year 
obligation if the mother’s other tax- 
able income was negligible. At the 
same time he would retain $2,000 
of income which would result in an 
after-tax saving of $500. 

The short-term trust can also be 
used to reduce taxes within a family 
group by accumulating rather than 
distributing the income. For ex- 
ample, a person transfers property 
to a trust for a minor child for the 
shorter of (a) 10 years or (b) the 
child’s life. The income from the 
trust is to accumulate for the child’s 
benefit for the period above, after 
which the trust is to terminate and 
the property returned to the settlor. 
As long as the income of the trust 
is not used for the support of the 
child and other precautions are 
taken, the income from the prop- 


erty will be taxed to the trust at a 
lower bracket than the settlor. 

These income tax savings may 
also be applicable under the long- 
term intervivos trust discussed 
earlier. 

The short-term trust may also be 
used for charitable gifts. A person 
may wish to make a charitable 
donation and at the same time, 
transfer property to another thus 
reducing his estate. He can create 
a trust to last for a fixed period, 
paying the income during the term 
of the trust to a charity with 
remainder after the term of years to 
a relative or other person. The 
settlor will receive a charitable 
deduction for the value of the inter- 
est passing to the charity. This 
value can be predetermined so that 
the charitable deduction will effect 
a saving in income tax equal to the 
gift tax that must be paid on the 
remainder interest passing to the 
relative or other person. The tax- 
payer, at no increased tax cost in 
the particular year can satisfy both 
his desire to make a charitable gift 
and at the same time reduce his 
estate for federal estate tax 
purposes. * 

The combination of the charitable 





SIf the trust property reverts to the 
settlor instead of going to another person 
at the end of the fixed period, (a) the term 
of the trust must be at least two years to 
avoid having its income taxed to the settlor, 
and (b) no income tax deduction is allowable 
if the value of the grantor’s reversionary 
interest exceeds 5 per cent of the value of 
the property. 
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donation and the short-term trust 
may be used in another manner to 
save taxes. A person may be desirous 
of making a charitable bequest in his 
will. He can transfer property to a 
trust, retaining the income from the 
property during his lifetime. The 
trust provides that at his death, the 
property is to be turned over to a 
charity. The individual will receive 
a current income tax deduction for 
the present value of the remainder 
interest going to the charity.’ The 
property will be included in the 
individual’s estate, but will not be 
subject to the federal estate tax, as 
it will be a charitable bequest. The 


Rev. Rul. 55-620, C.B. 1955-2, 56, Rev. 
Rul. 57-293, I.R.B. 1957-26, 36. 





value of the property will, however, 
increase the adjusted gross estate 
and, therefore, increase the maxi- 
mum marital deduction. Thus in 
addition to obtaining a current 
income tax deduction there will 
usually be a saving in estate taxes 
and/or an increase in the amount 
passing to the beneficiaries. 

There are many uses of the trust 
device as a tool in estate planning. 
As can be seen from the few ex- 
amples given the trust is a flexible 
tool that can be patterned and 
shaped to fit the needs of the partic- 
ular individual whose estate is being 
planned. By proper use the trust 
can effectuate savings in income, 
estate and gift taxes and in some 
cases administration costs. 
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Recent Developments in the Use of Life Insurance 
in Estate Planning 


By STANLEY C. SIMON 
(Dallas Office) 


Properly programmed life insur- 
ance is a vital part of estate plan- 
ning for an individual. It offers pro- 
tection for the family against the 
economic catastrophe resulting from 
premature death. For a man lack- 
ing sufficient wealth to care for his 
family after his death or sufficient 
liquid assets to pay death taxes, 
funeral and administrative expenses, 
debts, and meet the needs of the 
widow and children for immediate 
cash, life insurance is a ‘“‘must.” 
By the stroke of a pen and payment 
of a premium, life insurance pro- 
vides a sure way of immediately 
creating an estate. 

The young man just starting to 
accumulate wealth must provide 
protection for his family. Even the 
salaried executive, who has a large 
income, a large house with a mort- 
gage to match, some savings, and 
some investments, may not have 
accumulated an amount sufficient to 
provide for all the needs of his fam- 
ily on his death. A man in either 
situation can often provide protec- 
tion by one means only, 1.e., by the 
purchase of as much insurance as 
he can afford. 

The man of wealth who has 
amassed a fortune sufficient to pro- 
vide for his family may also need 
life insurance. By life insurance he 
can be sure that, at his death, there 


will be sufficient liquid funds to 
meet all the needs for cash without 
the sacrifice of valuable investments. 

There are a number of recent 
developments in the life insurance 
field. 


Recent Cases: 


The case of Fidelity-Philadelphia 
Trust Company, Exr. v. Smith, 356 
U. S. 274, which was decided by 
the Supreme Court on April 28, 
1958, involved insurance for the 
uninsurable. In that case the dece- 
dent, who by reason of health or 
age was unable to purchase life 
insurance, bought a “‘package’’ from 
the insurance company. This pack- 
age consisted of a single premium 
life insurance policy and a single 
premium life annuity without re- 
fund feature or term certain. These 
policies were balanced so that the 
insurance company took no under- 
writing risk. Premature death 
would accelerate the death benefit, 
but it would cut short the life 
annuity, and vice versa. The total 
premium was about 110% of the 
death benefit. The decedent then 
gave the life insurance policy away 
and retained the annuity. At her 


death the annuity ceased, so that 
there was no amount subject to 
estate tax with respect thereto. 
The Treasury attempted to impose 








estate tax on the life insurance pro- 
ceeds, but was unsuccessful. This 
case is helpful in limited circum- 
stances, i.e., when an individual is 
unable to purchase insurance by 
reason of health or age. An insur- 
able testator can secure far greater 
benefits by purchasing the life in- 
surance policy only, and giving it 
away. Since he will not be com- 
pelled to purchase the annuity, it 
may be advisable to provide in- 
come by other means. This is not 
to say, of course, that the assured 
‘“‘spendable income’’ aspect of an 
annuity may not be desirable in an 
appropriate case, even though the 
yield is relatively low. 

Two recent lower court cases 
which appear irreconcilable are 
Phillips, 30 T.C. No. 87, 6-30-58, 
and Arnfeld v. U. S., Ct. Clms., 163 
Fed. Supp. 865. The Phillips case 
involved the sale of an endowment 
policy a few days before maturity; 
the Arnfeld case, the sale of*a de- 
ferred annuity contract. Mr. 
Phillips got capital gains treatment, 
but the taxpayer in the Arnfeld case 
was taxed on ordinary income under 
the anticipation of income doctrine. 

Com. v. Stern, 357 U. S. 39, de- 
cided by the Supreme Court on 
June 9, 1958, held that the recipient 
of life insurance proceeds is not 
liable as transferee for the dece- 
dent’s income tax deficiencies, if 
under state law the proceeds are 
exempt from the claims of general 
creditors. In a companion case 
(U. S. v. Bess, 357 U. S. 51), it was 
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held however, that the beneficiary 
is liable to the extent of the cash 
surrender value, if demand for pay- 
ment was made upon the decedent 
while he was alive. These cases 
illustrate another advantage of life 
insurance, but are of little impor- 
tance to the estate planner. 


Gifts of Life Insurance Policies: 


Congress after considering the 
matter failed to re-enact the pay- 
ment of premiums test for subject- 
ing life insurance proceeds to estate 
tax. Therefore, if a person gives life 
insurance away completely, retain- 
ing no incidents of ownership, and 
lives three years thereafter, the 
insurance proceeds will not be in- 
cluded in his gross estate. If he con- 
tinues to pay premiums, either the 
amount paid within three years 
before his death or a fraction of the 
insurance proceeds attributable 
thereto may be included in his gross 
estate. Whichever rule applies, at 
most only a small fraction of the 
proceeds will usually be included 
in the gross estate. 

An insured who gives his policies 
away usually can achieve the best 
estate tax results by giving them 
to someone other than his wife. 
Although, if given to the wife they 
will qualify for the marital deduc- 
tion under the gift tax, their pro- 
ceeds will be subject to tax in her 
estate. In most cases, the insured 
and his wife can take advantage of 
the split gift provision and give the 
policies either to their children or 
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to an insurance trust. Insurance 
trusts will be discussed at greater 
length later in this paper. 


Split-Dollar Life Insurance: 


Split-dollar life insurance is a 
familiar subject. (See the L. R. B. 
& M. Journal—Tax Supplement, 
issues of February 16, 1956 and 
May, 1958.) There are, however, 
several interesting variations. 
Among them is the level premium 
split-dollar plan, which provides the 
insured with all the benefits of split- 
dollar life insurance, plus the addi- 
tional benefit that his portion of 
the premium remains level through- 
out the term of the policy. This is 
accomplished by means of loans in 
excess of cash surrender value in the 
early years. 

Some insurance companies are 
working their own split-dollar plan 
without the intervention of an em- 
ployer corporation, which is called 
the level benefit split-dollar plan. 
Under this plan the insured bor- 
rows against the loan value of the 
policy to the greatest extent pos- 
sible, in order to minimize the pre- 
mium payments. In addition, he 
purchases term insurance in an 
amount sufficient to cover the bor- 
rowing. Thus the death benefit will 
remain level throughout the term 
of the policy. 


Settlement Options: 


Regardless of who owns the poli- 
cies, at least a portion of them usu- 
ally should be payable to the widow 
to enable her to meet immediate 


expenses. This does not mean, how- 
ever, that they should be payable 
in a lump sum. In most cases, the 
policies should be put under the 
interest option, with right of with- 
drawal and with right of selection 
by the beneficiary of other settle- 
ment options. This technique as- 
sures that interest will start run- 
ning from the date of death. 

The various optional modes of 
settlement are important estate 
planning tools. Mention has been 
made of the interest option; others 
include installments for a term cer- 
tain, fixed installments for life, in- 
stallments for life with a term cer- 
tain, installments for life with a 
refund feature if the beneficiary 
fails to live for a specified number 
of years or until the policy proceeds 
are exhausted, and the joint and 
survivor annuity. Each of them has 
its place in estate planning. For 
example, if the insured dies when 
his youngest child is fourteen, in- 
come for the life of the widow with 
ten years certain will provide funds 
to care for the family until the child 
is grown, and to care for the widow 
for the rest of her life. 


Life Insurance Trust: 


The life insurance trust also is an 
extremely valuable tool. The 


essence of the inter vivos life insur- 
ance trust is that the proceeds of 
the policy are paid to the trustee, 
who proceeds to invest and reinvest 
them and to use the income and 
principal in accordance with the 
desires of the settlor, as expressed 








in the trust instrument. The pur- 
poses of the trust and the powers of 
the trustee can be whatever the 
creator of the trust desires, pro- 
vided that they do not violate appli- 
cable legal rules governing trusts. 

In either the funded or unfunded 
trust, two techniques can be used. 
The policies can be assigned to the 
trustee, or the trustee merely may 
be named as beneficiary. If the 
policies are assigned to the trustee 
and the insured lives at least three 
years, the proceeds will escape 
estate taxes. On the other hand, if 
the policies are retained by the 
insured, and the trustee is merely 
designated as beneficiary, the tax 
advantage is lost, but the cash sur- 
render value and loan value of the 
policy will be available to the in- 
sured in case of need. 

In the unfunded insurance trust, 
the insured either transfers funds 
periodically to the trustee to pay 
the premiums or he pays the pre- 
miums directly. Both have the 
same effect for tax purposes. The 
payment of premiums, like the 
assignment of the policy, is subject 
to gift tax; and the availability of 
the $3,000 annual exclusion depends 
upon the terms of the trust instru- 
ment. The instrument is unlikely 
to create a present interest, since 
no income will be distributed during 
the insured’s lifetime and taking 
advantage of 1954 Code section 
2503(c) rarely would be wise. The 
policy proceeds usually should be 
kept available and intact for the 
benefit of the family as a whole, 
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rather than being disbursed to the 
decedent’s children when they reach 
twenty-one. 

The funded insurance trust has 
the added feature that the insured 
transfers to the trustee property 
which will produce income the trus- 
tee can use to pay the premiums. 
It is not essential that the insured 
also transfer the policy to the trus- 
tee. The trustee merely could be 
named as beneficiary; but this will 
rarely be done, because a funded 
life insurance trust is intended pri- 
marily to save estate taxes. The 
income used to pay premiums will 
be taxed to the grantor under 1954 
Code section 677(a)(3), but these 
amounts will not be considered to be 
gifts by the grantor. Thus, if he 
lives for at least three years after 
creating the trust, no portion of the 
trust or the insurance proceeds will 
be included in his gross estate. 

If a wife has separate property, 
it may be possible for her to transfer 
property in trust to purchase insur- 
ance on the life of the husband. 
The income used to pay the pre- 
miums is not taxed to her under 
section 677 (a) (3), because the insur- 
ance is not on her life. Neither are 
these amounts taxed to the hus- 
band, because he did not create the 
trust. These results hold true even 
if the husband consented to having 
half the gifts treated as made by 
him in order to take advantage of 
the split gift provision of the law. 
No portion of the trust corpus or 
the proceeds will be subject to 
estate tax either at the death of the 











64 L. R. B. & M. Journal 


husband or the wife provided she 
lives for at least three years after 
paying all the property into the 
trust. 


Marital Deduction: 

The proceeds of life insurance can 
be qualified for the marital deduc- 
tion. This can be especially advan- 
tageous, since the proceeds under 
an income for life settlement option 
represent a wasting asset which will 
not be taxed in its entirety in the 
widow’s estate. Giving the policy 
away results in even greater tax 
savings. It is important to note 
that gifts of insurance policies are 
made at a gift tax cost based upon 
the replacement value of the policy, 
but the face value of the policy is 


the amount which escapes estate 
tax. Even though the insured gives 
policies away during his lifetime, 
their proceeds can be made avail- 
able for the payment of debts, taxes, 
expenses, etc. The beneficiary may 
make loans to or buy assets from 
the insured’s executor, and the trus- 
tee of a life insurance trust can be 
given the same powers. 


Conclusion: 


Life insurance is one of the most 
valuable tools of an estate planner. 
It is the only method of creating 
an estate by the stroke of the pen, 
and one of the best methods of 
insuring liquid funds at a time when 
they are most needed. 











TPR One ae 





ee 








The ZL. R. B. & M. Journal 








Published by Lybrand, Ross Bros. & Montgomery, for distribution to members 
and employees of the firm. 





The purpose of this journal is to communicate to every member of the staff and office 
plans and accomplishments of the firm; to provide a medium for the exchange of 
suggestions and ideas for improvements; to encourage and maintain a proper spirit 
of cooperation and interest, and to help in the solution of commen problems. 








PARTNERS 

Wriiiam M. Lysranp T. Epwarp Ross 
CiarencE H. Austem ..... NewYork JurianR.Maner ..... . New York 
Ropert L. AIKEN........ Seattle James J. Manon, Jr. .. . . Philadelphia 
J. F.Sruarr Arruur ...... .Dallas WuitamF. Marsa ..... . Pittsburgh 
Ji.5e Ss Rn. oe es . . Dallas Joun McCutLouem ...... .. Detroit 
Norman E. Aversace .... New York TxHomas W. McKispen ...... Tulsa 
Puitie BARDES . ; New York James E. Mereprrs, Jr... . Philadelphia 
R. Kirk BaTzer . New York Homer L. Miter ...... . Chicago 
Hermon F. Bern ...... New York Samurt F. Mrranpy’.... . New York 
NormanA.Bouz....... . Detroit Joun L. Moneta .... . Philadelphia 
JoszrH W. Bower . Pittsburgh Harry W. Moore .... . Los Angeles 
Hersert G. BowLes Los Angeles Fray lL. Mourpnay........ Chicago 
Roger F. Burpy ...... Philadelphia Roserr W.Myers ...... Rockford 
J. Epwarp Burke ...... New York EpwimrP.Nogm....... Cleveland 
Hiurow R. CAMPBELL ..... New York JounC.Papncerr...... . Cleveland 
Epwarp G.CaRsON...... New York Cartes A. Pearson ... . Los Angeles 
Harotp C. Carstunp ... . . Baltimore GuiennO. Perry ..... . Philadelphia 
CuiFrorp J. CopE Sete ns o eeds. déame OO. Piewrmmn .5..0. 0. ee, Detroit 
James P. COLLERAN...... Cleveland Wri.1am W. RaacspaA.g, JR. Birmingham 
W. Homer Congtinc ..... New York LouisH. Rappaport .... . New York 
Wiui1am P.Croucnh ..... . Houston Harotp O. Revpugn ..:;.... Tulsa 
Pamir L. DEFLIESE...... New York Mark E. RicHarpson..:.. New York 
Fame G. Desa... ee. Cincinnati Prick G. RicuTrer ..... Philadelphia 
AsmpmeeT) Timer ee Chicago Donautp M. Russe. Detroit 
Georc—e E. Dory ....... New York Watrer L.ScHarrer ..... New York 
Henry C. ELFers .. New York Gustave F. ScHWEITZER . Philadelphi 
Ricuarp T. FARRAND . Philadelphia GrorceS.SuHecoc ...... New York 
Henny B. Fernarp...... New York CaruJ.Smiow ........ New York 
Se eS oki se es Detroit Prior Smvctam........ New York 
LAWRENCE E. FRAZEE Rockford Tuomas J. SNOWDEN 
Craup—e R.Gnzgs..... San Francisco Epmunp A.STaup ....... 10 
Harotp W.GLoRE ...... Louisville WaAtrer R.Srauvp ...... New York 
Ciarence R. Haas . Philadelphia Harry H. Sremmeyer 
Paut F. HALLORAN ..... irmi Herman StuerzerR, JR. ..... Boston 
Jemni TD) BRARWER? 3... Boston ConrapB.Taytor ...... New York 
Herman C. HEISER..... Philadelphia PumirJ.Taytor...... 
Grorcz A. Hewitr..... Philadelphia. Leo V.Tingemam ........ 1° 
Epwarp W. HicBEE . . Boston CHartzsH.Towns...... New York 
Apert E. HonTer ...... . Boston GuennE.Waper........ 
J. Westey Huss ..... San Francisco Marx C. WALKER ....... Boston 
Atvin R. Jewnines....... New York RosertS. WaRneR..... Los Angeles 
Georce R. Keast .. i Wriuis K. Warerrrerp ... . Cincinnati 
CuristoPpHEeR H. KNoLL New York Goprrey W. Weisch ....... Dallas 
Ratpn P. Kuuzem ...... Paut M: Wurrman ...... Cincinnati 





Pawn: D> Yaommc .....0....- 








Lybrand, Ross Bros. & Montgomery 
Offices 


Addresses 


First National Bank Building 


1114 Texas Avenue 
510 South Spring Street 


119 North Church Street 
411 North Seventh Street 
100 Bush Street 


Coopers & Lybrand 


in areas of the world 
outside the United States 














